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(1) 

BANK CAPITAL AND LIQUIDITY REGULA-
TIONS PART II: INDUSTRY PERSPECTIVES 

THURSDAY, JUNE 23, 2016 

U.S. SENATE, 
COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS, 

Washington, DC. 
The Committee met at 10:01 a.m., in room SD–538, Dirksen Sen-

ate Office Building, Hon. Richard Shelby, Chairman of the Com-
mittee, presiding. 

OPENING STATEMENT OF CHAIRMAN RICHARD C. SHELBY 
Chairman SHELBY. The Committee will come to order. 
Today we will continue the Committee’s examination of one of 

the most critical areas under its jurisdiction: the regulation of the 
U.S. banking system. 

Recently, we heard from a panel of experts on the appropriate-
ness and effects of capital and liquidity rules. Their testimony 
highlighted the complexity of the current capital and liquidity re-
gime. 

One witness testified, and I will quote, that ‘‘ . . . we have intro-
duced all these very complicated rules that tell bankers how to, in 
essence, be a banker.’’ 

We should be able to agree that regulators should regulate banks 
but not run them. Some believe that every one of the new capital 
and liquidity regulations is needed to guard against the next crisis. 
I worry that such complexity could contribute to the next crisis. 

Regulators continue to reference the last financial crisis as a jus-
tification for rule after rule, without establishing a requisite nexus 
between individual rules and how they will prevent the next crisis. 

This has created a vastly complex regulatory system that could 
increase systemic risk, while giving a false sense of security that 
the system is safer than it really is. 

For years, I have urged regulators to implement strong capital 
requirements. I believe strong capital is essential for a sound bank-
ing system and as a safeguard against taxpayer bailouts. 

Many have questioned whether recent capital and liquidity rules 
will actually work during the next crisis. For example, will they en-
sure that liquidity is available when it is needed? Or will they jeop-
ardize the financial standing of an otherwise healthy bank? 

In addition, no regulator has engaged in a rigorous economic 
analysis to identify the effect of regulations on funding and liquid-
ity when a crisis strikes. 

On one hand, regulators stress-test banks annually to determine 
whether the banks can withstand adverse economic scenarios. On 
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the other hand, they are unwilling to stress-test their own capital 
and liquidity rules to see whether these rules will result in more 
or less liquidity should a crisis occur. We simply do not know if 
these rules are tailored appropriately to both prevent and to handle 
the next financial crisis. 

The purpose of today’s hearing is to receive testimony from in-
dustry representatives. We have asked them to discuss the current 
capital and liquidity regime and the effects it may have on the 
banking industry, financial stability, and the ability to stimulate 
economic growth. 

Senator Brown. 

STATEMENT OF SENATOR SHERROD BROWN 

Senator BROWN. Thank you, Mr. Chairman. I appreciate this 
hearing today. I thank all four of our witnesses for joining us. We 
look forward to your testimony and your answering our questions. 

Two weeks ago, we heard academics’ views on capital regula-
tions, and today we hear the banks’ views. It is good we are hear-
ing from different perspectives. I appreciate the breadth of views 
here. I hope, though, that we will hear on this Committee from rep-
resentatives of the nearly 9 million workers who lost jobs or the 5 
million Americans who lost their homes to foreclosure during the 
Great Recession or the millions of taxpayers that provided billions 
of dollars in bailout funds. I know this Committee has heard me 
say this, but my wife and I live in ZIP Code 44105 in Cleveland. 
In the first half of 2007, that ZIP Code had more foreclosures than 
any ZIP Code in the United States of America. We should be listen-
ing to people who really paid the worse kind of price for what hap-
pened less than a decade ago. 

Congress put in place a framework for capital and liquidity rules, 
including stress tests and living wills, to strengthen the U.S. bank-
ing system. We did this to prevent a repeat of the economic devas-
tation that forever changed the lives of millions of our fellow Amer-
icans. 

The rules were meant to tighten as institutions increase their 
size and complexity and riskiness, and the agencies have tailored 
their rules to banks of varying profiles. 

Last week, the Chair of FDIC, Martin Gruenberg, observed that, 
at the end of 2015, large banks, the largest banks, had twice as 
much Tier 1 capital and liquid assets in proportion to their assets 
as they had entering the crisis—a development we all should wel-
come. 

He concluded the evidence suggests that the reforms put in place 
since the crisis have been largely consistent with, and supportive 
of, the ability of banks to serve the U.S. economy. 

Mr. Chairman, without objection, I would like to submit Chair 
Gruenberg’s full remarks for the record of today’s hearing. Mr. 
Chairman, without objection? Thank you. 

Chairman SHELBY. Thank you. 
Senator BROWN. In addition to instituting much needed reforms 

to bank capital, to liquidity, to risk management, and other stand-
ards, Wall Street reform tailored its approach to the regulation of 
community banks. 
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For instance, it carved about 98.4 percent of banks out of direct 
CFPB supervision and limitations on so-called swipe fees. Appar-
ently, that is all but four members of the Independent Community 
Bankers of America at the time that Dodd-Frank became law. All 
but four of its members. 

Even more banks were exempted from the changes in the treat-
ment of trust-preferred securities under the new capital rules. Per-
haps most importantly, small banks benefited from a change in the 
FDIC’s assessment formula included in Dodd-Frank. 

When the change was implemented in the second quarter of 
2011, small banks’ assessments fell by one-third, saving these 
banks over $1 billion. Last year, FDIC announced additional 
changes that will further lower the assessment rates for 93 percent 
of small banks. 

Just this past Tuesday, sitting at that table, Federal Reserve 
Chair Janet Yellen indicated that the Fed, the FDIC, and the OCC 
may tailor their rules further, as they use an interagency regu-
latory review process to consider what she said, ‘‘a significant sim-
plification of the capital regime for . . . community banks.’’ Again, 
something that a number of people in this room, I think, would 
welcome. 

Regulators have tailored rules to provide relief to larger banks 
when appropriate, as both sides of the aisle have asked of them. 
The Fed recently announced plans to alter stress test requirements 
for banks over $50 billion in total assets. 

Despite this reality, many of my colleagues on the other side of 
the aisle have called for dismantling Dodd-Frank—again and again 
and again. 

The Chair of the House Financial Services Committee is pushing 
for Wall Street reform to be, as he said, in a quote reminiscent of 
perhaps 100-plus years ago, ‘‘ripped out by its roots and tossed on 
the trash heap of history.’’ 

Some have even claimed, despite the solid evidence to the con-
trary, that Wall Street regulations are the cause of, not the cure 
for, financial instability. 

The inconvenient truth is that a financial crisis, brought about 
by reckless deregulation and Wall Street greed—no question about 
that—set off a broader economic crisis that helped to contribute to 
my ZIP Code leading the Nation in foreclosures. 

The recovery from that crisis has required a sustained period of 
record low interest rates that have compressed banks’ profit mar-
gins. But that does not make for a compelling hearing topic for an 
agenda that views repealing Dodd-Frank, or many of its reforms, 
as the panacea for all economic issues, real and imagined. 

The President of the ICBA, Cam Fine, said it well last October: 
Dodd-Frank . . . became the poster child for every regulatory ill that has 
been foisted onto community banks . . . There are regulatory burdens that 
community banks face today that are real, but had nothing to do with 
Dodd-Frank. 

I look forward to a time when we can stop fighting old partisan 
battles. The families living in the low- and moderate-income com-
munities that are still struggling to recover deserve more of our at-
tention and our energy. 

Thank you, Mr. Chairman. 
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Chairman SHELBY. This morning, we will receive testimony first 
from Ms. Rebeca Romero Rainey, who is the Chairman and Chief 
Executive of course, of Centinel Bank of Taos. She is also the 
Chairman of the Independent Community Bankers of America. 

Next we will hear from someone who is no stranger to this Com-
mittee, the Honorable Wayne Abernathy, who is the Executive Vice 
President for Financial Institutions Policy and Regulatory Affairs 
at the American Bankers Association. 

Then we will hear from the Honorable Greg Baer, who is the 
President of The Clearing House Association and Executive Vice 
President and General Counsel at The Clearing House Payments 
Company. 

Finally, we will receive testimony from Ms. Jennifer Taub, who 
is Professor of Law at the Vermont Law School. 

We will start with you, Ms. Rainey. All of your written testimony 
will be made part of the hearing record, but you proceed as you 
wish. 

STATEMENT OF REBECA ROMERO RAINEY, CHAIRMAN AND 
CEO, CENTINEL BANK OF TAOS, ON BEHALF OF THE INDE-
PENDENT COMMUNITY BANKERS OF AMERICA 

Ms. RAINEY. Chairman Shelby, Ranking Member Brown, and 
Members of the Committee, my name is Rebeca Romero Rainey, 
and I am Chairman and CEO of Centinel Bank of Taos, a $215 mil-
lion asset bank headquartered in Taos, New Mexico. I am a third- 
generation community banker. Centinel Bank was founded by my 
grandfather, Eliu Romero, in 1969. Years earlier, he had been de-
nied a loan to finance his startup law practice. That experience led 
him to start a bank that would provide credit for all people within 
our community, and I am proud to carry on his legacy. 

I am also Chairman of the Independent Community Bankers of 
America, and I testify today on behalf of the more than 6,000 com-
munity banks we represent. Thank you for convening this hearing. 
Bank capital regulation has the power to promote or to stifle com-
munity bank lending. 

We believe that changes are urgently needed. In particular, 
ICBA urges this Committee’s support for an exemption from Basel 
III capital rule and a return to Basel I for banks with assets of less 
than $50 billion. 

Under Basel III, community bank capital regulation became sig-
nificantly more punitive and complex. Do we really need four defi-
nitions of regulatory capital, a capital conservation buffer, and im-
possibly complex rules governing capital deductions and adjust-
ments? 

At its inception, Basel III was meant to apply only to the largest 
international banks. Applying the rule to community banks in a 
one-size-fits-all manner harms the consumers and businesses we 
serve. 

Aspects of Basel III that are of particular concern include: High 
volatility commercial real estate, or HVCRE; complex new report-
ing requirements; the capital conservation buffer; and the punitive 
treatment of mortgage servicing assets and investments in trust 
preferred securities, or TruPS. 
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Basel III’s overly broad definition of HVCRE sweeps in too many 
development projects. Taos needs new development—hotels, apart-
ments, buildings, shopping centers—to create jobs and finally lift 
us out of the last recession. Basel III risk rates HVCRE lending at 
150 percent, 50 percent higher than under Basel I. 

We want to make every creditworthy loan we possibly can, con-
sistent with reasonable capital requirements and safety and sound-
ness. But the HVCRE risk rates will force us to make difficult 
tradeoffs in lending to promising development projects. 

Another troubling aspect of Basel III is the contribution to the 
page count and complexity of our quarterly call report, which had 
already become a nearly unmanageable burden. Centinel Bank’s 
last call report was 93 pages long, and it took 2 1⁄2 weeks of em-
ployee time to prepare it. For this reason, highly rated community 
banks should be allowed to submit a short-form call report in the 
first and third quarters of each year. ICBA thanks Senators Moran 
and Tester for introducing S. 927, which would provide for short- 
form call reports. 

The capital conservation buffer poses a special challenge for more 
than 2,000 community banks organized under Subchapter S of the 
Tax Code, including Centinel Bank. As a passthrough entity, we 
are taxed at the shareholder level. If the capital conservation buffer 
were to prevent us from making distributions, our shareholders 
would be forced to pay its tax on their share of the bank’s undis-
tributed net income out of their own pocket—a prospect that makes 
it harder for us to seek new shareholders. Basel III raises capital 
levels, but it also makes it harder to meet them. 

The punitive capital treatment of mortgage servicing assets is 
driving communities banks out of the servicing business and pro-
moting consolidation or, worse, the sale of servicing assets to 
nonbanks, which are not subject to prudential standards. Commu-
nity bank investments in TruPS are being punished by similar cap-
ital treatment, with a direct impact on their lending capacity. For 
all these reasons, exemption from Basel III is a priority for commu-
nity banks. I seriously doubt that my grandfather would have 
founded Centinel if we had to comply with Basel III and other new 
regulations that exist today. 

We are grateful to Senator Rounds for introducing S. 1816, which 
would exempt banks with assets of less than $50 billion from Basel 
III. In addition, I encourage this Committee to consider measures 
that would help us meet our higher capital requirements under the 
new rule. 

A bill recently passed the House, H.R. 3791, which would raise 
the asset threshold for the Federal Reserve’s small bank-holding 
company policy statement from $1 billion to $5 billion. This change 
would provide capital relief to some 415 additional bank-holding 
companies. 

I would like to thank this Committee for raising the threshold 
from $500 million to $1 billion. ICBA has long held the position 
that the threshold should be significantly higher to recognize the 
higher-average asset size of today’s community bank and thrift- 
holding companies. 

With that, I will conclude my statement, and thank you again for 
the opportunity to testify. I am happy to take your questions. 
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Chairman SHELBY. Thank you, ma’am. 
Mr. Abernathy. 

STATEMENT OF WAYNE A. ABERNATHY, EXECUTIVE VICE 
PRESIDENT, FINANCIAL INSTITUTIONS POLICY AND REGU-
LATORY AFFAIRS, AMERICAN BANKERS ASSOCIATION 

Mr. ABERNATHY. Thank you, Chairman Shelby, Senator Brown, 
and Members of the Committee. The American Bankers Associa-
tion represents the breadth and depth of the banking industry from 
the smallest to the largest and all business models. 

Our chief recommendation is that regulators, regulated, and the 
public begin an inquiry into what works. We appreciate the Fed 
starting with stress testing. We are in the eighth year of an inten-
sive regulatory reform process. The whole is overwhelming for each 
individual bank, but also a ponderous weight upon regulators. 

Increasing regulatory capital is contractionary. Financing banks 
by deposits is expansionary, funding economic activity. We need 
more of the latter. 

Excessive capital rules mean more capital but no additional fi-
nancial service. The largest banks must monitor more than a dozen 
capital dials. Does each have equal supervisory value? If not, do 
those with lesser value steal attention? 

Academic debate pits risk-based capital against leverage capital. 
Bankers and regulators use both. The leverage ratio is a risk-blind 
model, all assets given equal weight. 

Whatever might be said about errors in risk-based, we can be 
certain that the Procrustean simplicity of the leverage ratio is al-
ways wrong. The 1980s S&L experience demonstrates that risk- 
blind simplicity hides the riskiness of assets until they explode, an 
approach rejected by all regulators and by the law. 

Liquidity is dynamic. Financial instruments are liquid until they 
are not. Fannie Mae and Freddie Mac securities once seemed so 
liquid that thought was given to using them for monetary policy. 
The Basel-prescribed liquidity schemes ignore liquidity’s dynamic 
nature. They are static, sure to become out of date. Like Dorian 
Gray, they rely on an unchanging picture of liquidity while reality 
changes all around. 

They do not fit U.S. realities. Under the Basel liquidity coverage 
ratio, LCR, banks must assume that financial stress will cause a 
run on deposits. Our banking industry saw an influx of deposits by 
$813 billion during the recession. 

The current structure of the LCR will hasten and deepen reces-
sion. Banks must concentrate holdings in a narrow list of high- 
quality liquid assets, HQLA, short-term Government securities. If 
there is not enough, what will happen? Panic. HQLA will become 
only one-way liquid. Who will be willing to let go of their supply? 
Those without enough will have trouble finding more. 

Basel’s other liquidity rule, the net stable funding ratio, NSFR, 
now under comment, lacks a purpose. There is no problem that the 
NSFR would solve that is not already addressed. 

ABA offers the following recommendations: 
In 2014, ABA and bankers associations from every State and 

Puerto Rico asked regulators to recognize that highly capitalized 
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banks already meet Basel III standards, without the complex cal-
culations. 

Basel III came before the public, Congress, and industry far too 
late. We are still working through Basel problems that could have 
been avoided, including the dangerously narrow HQLA, the puni-
tive treatment of mortgage servicing assets, Subchapter S banks, 
and investments in TruPS. Prior to foreign negotiations, agencies 
should involve the public, Congress, and industry through publica-
tion of an Advance Notice of Proposed Rulemaking. This should 
apply to financial standards whether banking, insurance, asset 
management, or other financial products and services. The NSFR 
should be withdrawn. 

Basel III should grandfather existing TruPS. Under Basel, any 
amount of TruPS above 10 percent of bank equity is treated as a 
loss, regardless of performance. Many hometown banks are seeing 
their capital requirements skyrocket. 

Rules are more complex than they need to be, too complex for 
regulators and regulated alike. The American banking industry is 
eager to engage in the conversation we recommend. Supervision 
and management can be even more effective. That will be better for 
regulators and the regulated, and especially for the people whom 
we all serve. 

Thank you, Mr. Chairman. 
Chairman SHELBY. Mr. Baer. 

STATEMENT OF GREG BAER, PRESIDENT, THE CLEARING 
HOUSE ASSOCIATION, AND GENERAL COUNSEL, THE CLEAR-
ING HOUSE PAYMENTS COMPANY 

Mr. BAER. Chairman Shelby, Ranking Member Brown, Members 
of the Committee, my name is Greg Baer, and I am President of 
The Clearing House Association. We are a nonpartisan organiza-
tion that contributes research, analysis, and data to the public 
policy debate. We are owned, along with our sister Payments Com-
pany, by 24 of the largest banks operating in this country. 

Today I will first describe how core post-crisis reforms have made 
banks more resilient and more resolvable. 

Second, I will describe other reforms, many still pending, whose 
costs appear to greatly exceed their marginal benefit. 

Last, I will provide an overview of some of the cumulative effects 
of these regulations. 

The first core reform is capital regulation. For our 25 owner 
banks, Tier 1 common equity has nearly tripled over the last 7 
years, to over $950 billion. 

As a useful benchmark for just how much capital that is, con-
sider the Federal Reserve’s CCAR test. Large banks must now be 
able to weather an extraordinary stress, everything from an un-
precedented 4-percentage-point increase in unemployment over 
four quarters to an 11,000-point loss in the Dow, all while con-
tinuing to do business as usual. 

A second core reform is liquidity regulation. Under the liquidity 
coverage ratio and other rules, large banks are substantially less 
likely to fall victim to a run now. The FSOC recently reported that 
the largest banks now hold about 30 percent of their balance sheet 
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in the form of Treasurys, cash, and other highly liquid assets, near-
ly double pre-crisis levels. 

A third core reform is resolvability. As detailed in my testimony, 
Title I and Title II of the Dodd-Frank Act are core reforms that en-
sure that any bank can be resolved in a way that requires no tax-
payer assistance and does not destabilize the broader system. And 
markets understand this change as they are pricing bank debt as-
suming they are fully at risk. 

The Clearing House strongly supports these reforms. However, 8 
years past the crisis, regulations are still being written that have 
high costs and minimal benefits. These include: 

First, the U.S.-only supplemental leverage ratio. Under this rule, 
our banks are holding over $50 billion in capital against cash on 
reserve at the Fed, capital that could be deployed to lending. It also 
has sizable adverse effects on capital markets activity and custody 
services. 

Second, the U.S. G–SIB surcharge, one of many Basel reforms 
where U.S. regulators have dramatically increased requirements 
for U.S. firms only, with significant ramifications in this case for 
capital markets. 

Third, a newly proposed countercyclical capital buffer, which 
would allow the Federal Reserve to raise capital even further based 
on an unproven and largely unexplained macroprudential theory. 

Fourth, ring fencing for foreign banks that is diminishing their 
ability to serve U.S. businesses. 

Fifth, another liquidity rule, the net stable funding ratio, that 
appears likely to limit loan growth while delivering no marginal 
benefit. 

Finally, and perhaps most significantly, a whole series of pending 
Basel rules, collectively known as ‘‘Basel IV,’’ which would rewrite 
many of the capital rules again, with substantial impacts on nearly 
every aspect of the U.S. economy. 

My written testimony describes these rules and others in detail, 
so let me focus on their cumulative impacts. 

Capital and liquidity rules are shrinking credit availability, par-
ticularly to small businesses and low- to moderate-income con-
sumers. While nonbank alternatives have sprung up, they tend to 
be expensive and will likely prove less available in an economic 
downturn. Whether with payday lenders, finance companies, or on-
line lenders, prices charged to consumers and businesses are ex-
tremely high. This should come as no surprise because this is what 
banks are built to do. Not only do banks have access to lower-cost 
and more durable funding, they know the borrower and are better 
able to price the risk. 

In capital markets, bank dealers are exiting businesses. Dealer 
inventory is shrinking, trade sizes are getting smaller, and trading 
is clustering in on-the-run issuance by only the largest companies, 
markets where liquidity is still to be found. Small and mid-size 
firms have less access to capital markets and, thus, are more reli-
ant on bank lending, just as it is becoming more difficult to obtain. 

Thus, when the next economic or financial crisis comes, there is 
reason for concern that large banks will become a systemic Maginot 
Line, extremely well fortified, all but certain to remain intact, but 
playing little useful role in battling risk. We do not know what 
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geopolitical shock or asset bubble will cause such a crisis, but the 
chances of its first victims being banks with three times the capital 
they held before the last crisis, with plentiful liquidity, appear very 
low. Rather, shadow lending and trading systems that are 
undiversified, market-funded, and unsupervised would seem to be 
a more likely source of flagration and accelerant. 

In short, the current regulatory priority should not be reinforcing 
the Maginot Line with new rules but, rather, exploring other 
sources of risk outside its borders. 

I hope this has been helpful, and I look forward to your ques-
tions. 

Chairman SHELBY. Thank you. 
Professor Taub. 

STATEMENT OF JENNIFER TAUB, PROFESSOR OF LAW, 
VERMONT LAW SCHOOL 

Ms. TAUB. Chairman Shelby, Ranking Member Brown, and dis-
tinguished Members of this Committee, thank you for this oppor-
tunity to testify today. My name is Jennifer Taub. I am a professor 
at Vermont Law School, and formerly I was an Associate General 
Counsel with Fidelity Investments. I offer my testimony today sole-
ly as an academic and not on behalf of any association. 

The title of today’s hearing, ‘‘Bank Capital and Liquidity Regula-
tion,’’ sounds terribly technical, seemingly a topic just for the ex-
perts. But it is not. Reducing excessive bank borrowing through 
higher capital requirements matters to us all. 

Bank capital is much more than just numbers you can count up 
on a balance sheet. Bank capital is what we can count on to ensure 
a more stable financial system that serves the credit needs of 
American families and businesses. 

So what do we mean by capital? Let us say I want to buy a small 
business for $100,000, and I borrow $95,000 from my cousin and 
pay the balance in cash. My equity capital would be $5,000, the dif-
ference between what I own and what I owe. That is a 5-percent 
leverage ratio. 

If my cousin suddenly demanded the money back, hopefully I 
could sell the business for at least $95,000. If not, I have wiped out 
my capital and would be scrambling for other things to sell to fully 
pay back that loan. That is the downside of leverage. But if I can 
sell the business for $105,000, I have doubled my money, the up-
side of leverage. 

Extending this metaphor, liquidity is about whether I have 
enough cash on hand to fully pay back the loan while I wait a bit 
to try to fetch a better price for that business. 

Similarly, banks borrow money from their depositors and other 
lenders. They use this funding to make loans and to buy other as-
sets like derivatives. If their depositors or other lenders demand 
their money back and assets cannot be sold at full value, the bank’s 
capital cushion is supposed to absorb the difference. If it is too 
thin, then we, the people, may have to bail them out. 

When banks borrow excessively, in good times they gain. In bad 
times we all lose. If banks teeter and topple, lending tightens, and 
the broader economy suffers. We see job losses, investment losses, 
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home losses. This is a hard lesson that we have learned and forgot-
ten time and time again. 

If we take financial historians seriously, we would understand 
that this time is not and will not ever be different. Financial crises 
share common elements. After an asset bubble deflates, thinly cap-
italized banks that hold deflating assets collapse when depositors 
or other lenders withdraw their money. Even good assets cannot be 
sold at full price under stress. This spreads. Government rescues 
follow when leaders realize the collapse of a giant bank could cause 
cascading failures and wider damage. 

We were schooled in this too-big-to-fail problem in 2008. Let us 
recall that the U.S. Government committed many trillions of dol-
lars in direct and indirect bailouts to rescue the system. Some will 
assure you this does not matter anymore because most of the 
money was paid back. That is cold comfort for the more than 6 mil-
lion families who lost their homes to foreclosure since 2008 and to 
all of us who are struggling in an economy that is just beginning 
to pick up steam. 

To help ensure that this would never happen again, Dodd-Frank 
was enacted. This law provides regulators with tools to rein in ex-
cessive borrowing and otherwise help end too-big-to-fail. The re-
lated rules have made the system safer but not safe enough. The 
current 4-percent leverage ratio is way too low. The soon to be re-
quired 5 percent for our largest bank-holding companies and 6 per-
cent for their insured depositories will still be too low. 

So how much capital is enough? Financial economists Anat 
Admati and Martin Hellwig recommend at least 20 percent. To-
gether with other leading economists, they have advocated for at 
least 15 percent. This would confer substantial social benefits with 
few social costs. 

This measure should be based on total, nonrisk-weighted assets, 
including certain off-balance-sheet items. While the risk-weighted 
asset approach complements the leverage ratio, it is not enough on 
its own. It is subject to arbitrage and abuse. 

Let us be clear, though. A healthy equity capital cushion is nec-
essary but not sufficient. Allowing banks with a mere 10-percent 
leverage ratio a free pass from other crisis prevention and interven-
tion rules is misguided. This is but one of the many faults with 
Chairman Hensarling’s bill. 

In conclusion, more bank equity capital and better bank liquidity 
means less systemic risk and reduces the cost of crises. It makes 
banks less fragile and more capable of lending even after suffering 
losses. 

Thank you for the opportunity to speak. I look forward to your 
questions. 

Chairman SHELBY. Thank you. 
Ms. Rainey, I will start with you. In your testimony, you state, 

and I will quote, ‘‘Applying Basel III to community banks in a one- 
size-fits-all manner harms the consumers and businesses that rely 
on community bank credit.’’ Those are your words. In particular, 
you mention that the additional capital required for high volatility 
commercial real estate will, and I will quote you again, ‘‘force [you] 
to make difficult tradeoffs in lending to promising development 
projects’’ that will reduce credit and harm job creation. 
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How will this impact your ability to do business in your commu-
nity going forward? Give us an example. 

Ms. RAINEY. An example is the HVCRE capital requirements. So 
as I look at development projects, which I am anxiously awaiting 
coming back to our communities—you see, in Taos, New Mexico, we 
are dependent on tourism. That is what drives our market. We are 
still deep within the throes of a recession. And as those projects 
come into our community, be it hotels, restaurants, things that will 
help provide jobs, resources for our community, the additional risk 
weighting of those loans makes it very difficult for us as a smaller 
organization to make that difficult decision to take on that develop-
ment project. And in our small community, there are very few op-
tions for financing. 

Chairman SHELBY. And your bank is a small bank. You said is 
$215 million. 

Ms. RAINEY. Yes, sir. We are $215 million. 
Chairman SHELBY. OK. Mr. Abernathy, in your testimony you 

state that the application of global standards to the entire U.S. 
banking industry can have a disproportionate and unexpected im-
pact on community banks. One example you provide is how the 
Basel III treatment of trust preferred securities is causing home-
town banks’, small banks’ capital requirements to skyrocket. Ex-
plain for the Committee how the Basel III treatment of trust pre-
ferred securities is negatively impacting community banks, and 
what is the end game here? 

Mr. ABERNATHY. Thank you, Mr. Chairman. It is a good example, 
this particular case, of how these global rules, when you take them 
and bring them to a particular nation and apply them, do not al-
ways fit. And Basel is a real good example, that and TruPS is one 
of the ones I like to point to. 

Under the Basel III rules applied to TruPS, the intent of Con-
gress, which was to grandfather or hold TruPS investments harm-
less, is undermined because under the Basel III capital rules, they 
would apply a capital charge to anything above 10 percent of equity 
in the investments in TruPS. And what they require the bank to 
do is to treat that as if it were a loss with no recognition as to how 
that asset is actually performing. That is one of the kind of fixed 
and Procrustean rules that you get from Basel that just does not 
work with our economy. 

Chairman SHELBY. How can we work through that, yet make 
sure that the smaller banks have adequate capital? And we want 
good capital, we want strong banks, whether they are large or 
small, right? 

Mr. ABERNATHY. Yes, absolutely. One of the things that is very 
positive about Basel is that it is requiring that the quality of cap-
ital be improved. That is a principle that should apply to every 
bank. But where the problems arise is when you are looking at the 
very complicated risk-weighting calculations that you have to apply 
to all of your assets. 

What we have proposed in our testimony, which all of the State 
bankers associations and ABA has proposed to the regulators, is 
that if a bank has, say, twice what Basel could ask for in capital, 
that should be enough of an indication to the regulators that that 
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bank is already complying with Basel and should not have to go 
through all the detailed calculations to get there. 

What you find is a bank, I am sure, like my colleagues here and, 
frankly, thousands of banks around the country, they are sitting on 
this much capital, they have got to go through the Basel calcula-
tion, and it says you need only this much, and they say, ‘‘What was 
that all about? Why did we have to go through that calculation 
when in the end you just demonstrate that we have twice what we 
need?’’ 

They should not have to go through that because it serves no 
beneficial purpose, for regulatory purposes or for the bank. 

Chairman SHELBY. But you would agree with me that capital is 
very important to the small banks, medium banks, large banks, 
and so forth. But I would think—and you can correct this if I am 
wrong—that capital for a lot of the community banks is harder to 
raise than it would be for some of the money center banks. 

Mr. ABERNATHY. That is true. Community banks have fewer 
sources or accesses to capital. That is why the TruPS instrument 
was invented back about 10, 15 years ago. What was demonstrated 
is that it does not absorb losses as well as we would like, so that 
was taken off of the table. But it was grandfathered so that you 
are not imposing a new loss and cost upon community banks as 
they adjust. But it is true that community banks have fewer 
sources of capital that they can go to. 

Chairman SHELBY. Mr. Baer, in your testimony you state, and I 
will quote, ‘‘As regulatory requirements—and, in particular, capital 
and liquidity requirements—become increasingly stringent and 
granular, they . . . effectively drive capital allocations.’’ Provide a 
few examples of how regulatory requirements are driving capital 
allocation and explain any concerns you may have with this ap-
proach. And what does it do to the business community, small busi-
ness and medium size? 

Mr. BAER. Thank you, Mr. Chairman. There are innumerable ex-
amples. Let me just try to give you a couple. 

One, for example, if you look at the Fed CCAR stress test, which 
is now really the binding constraint for almost all large banks, if 
not all large banks, it contains a FICO cutoff of 620; that is, al-
though we do not know exactly how the models work, certainly 
those above 620 are treated far better than those below 620. So 
that will necessarily drive bank lending decisions, and you will be 
much better off at 630 than, say, 610. 

It also does not distinguish between, say, a 620 that has been ris-
ing for years from the 500s to someone who had a 700 a few weeks 
ago and is now obviously experiencing a credit crisis. So in that 
way, it is displacing bank judgments about what are really fine de-
cisions that need to be made. 

I think Ms. Rainey gave another example with respect to commu-
nity banks. They are everywhere. Also within CCAR, there is a 
particularly tough treatment of BBB spreads which will affect ac-
tivity in lending markets. There are examples where under CCAR 
the assumption around unemployment is extremely severe, which 
necessarily puts pressure on loans that are subject to greater de-
fault rates if, in fact, unemployment rises, which are basically 
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loans to folks who do not have significant wealth or a steady in-
come. 

Chairman SHELBY. Mr. Abernathy, my last question. Earlier this 
week here, Chair Yellen of the Board of Governors of the Fed ap-
peared before this Committee, and I asked her whether the current 
effort to review CCAR will result in more meaningful tailoring in 
a way that recognizes the different risk profiles of banks. She re-
sponded that it was ‘‘very likely’’ that regional banks would receive 
an exemption from a part of the stress test. 

How can the Fed revise CCAR to appropriately address the dif-
ferent risk profiles of banks? Can they do that? I mean, banks do 
have different profiles. 

Mr. ABERNATHY. They do, absolutely, Mr. Chairman, and that is 
one of the things that we are really very encouraged about by 
Chair Yellen’s testimony, that it appears that the Fed is engaging 
in exactly what we are calling for in our testimony, a conversation 
with Congress, with the public, with the industry, to look at these 
different regulatory tools that have been put in place and asking, 
How can we make them better? Tailoring the CCAR and the other 
stress tests is an important way of doing that and recognizing that 
there are a variety of different business models. 

If you want your stress test to genuinely stress and test par-
ticular banks, you need to model it based upon the business plan 
of that particular institution. And it is not just size. It is the whole 
risk portfolio of the particular institution. They have authority to 
do that. We hope they will do that. We hope they will do that in 
conversation with the public, Congress, and with industry. I think 
that will increase the likelihood that we will get it right. 

Chairman SHELBY. Thank you. 
Senator Brown. 
Senator BROWN. Thank you, Mr. Chair. 
Professor Taub, thank you for your clear, understandable way of 

discussing and explaining leverage and risk and liquidity and cap-
ital. In 2009, when then-Secretary of the Treasury Geithner was 
presenting the framework for Wall Street reform to the House Fi-
nancial Services Committee, our counterpart, he said: 

You want capital requirements to be designed so that, given how uncertain 
we are about the future of the world, given how much ignorance we fun-
damentally have about some elements of risk, there is a much greater cush-
ion to absorb loss and to save us from the consequences of mistaken judg-
ment and uncertainty in the world. 

We now are 8 years beyond the crisis. There seems to be a sense 
of amnesia setting in, certainly to this Committee, to the Senate, 
and to many in the public. Give me your observations on how the 
arguments around capital have evolved from the time of Secretary 
Geithner’s observations. 

Ms. TAUB. Senator Brown, thank you for your question. I really 
think that is an elegant statement by Secretary of the Treasury 
Geithner about the importance of equity capital as a buffer. 

I do think there has been a kind of selective amnesia that has 
set in. I think memories are good that Washington will be here to 
bail out the banks in the future, and that is why I believe there 
is this extensive lending and forgetting about the need to raise 
equity capital requirements. 
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If you look back in 2010, we had many folks saying, including 
Alan Greenspan, that the banking system had been undercapital-
ized for years. We have had folks, including Nobel Laureate 
Eugene Fama, suggesting dramatically needing increases in cap-
ital, perhaps up from where we are to 40 to 50 percent. Alan 
Greenspan, in 2013, when he was making a book tour, mentioned 
that perhaps 22 percent capital would be necessary. But here we 
are with just 4 percent waiting for the 5- and 6-percent leverage 
capital ratios to kick in. 

So I think it is a shame that we have not—when there is so 
much bipartisan support on the need for capital buffers, that we 
are still at these low levels at this point. 

Senator BROWN. Thank you, Professor Taub. 
This is for all the panelists, and I will start with you, Ms. Ro-

mero Rainey. Did risk posed by systemic nonbanks play an impor-
tant role in the crisis? And do you find that heightened regulation 
of nonbanks is important, both to protect our financial system and 
to help regulated banks remain competitive? So really two ques-
tions for each of you, if you would answer it fairly quickly. Would 
nonbanks play a role, systemic role in this? And, second, height-
ened regulation of nonbanks, is that important? 

Ms. RAINEY. Yeah, I think all entities should be regulated for the 
risks that they pose to the system. 

Senator BROWN. OK. 
Mr. ABERNATHY. Thank you for that question because it goes 

right to the other thing you did earlier, which is put FDIC Chair-
man Gruenberg’s recent speech in the record. In that speech—and 
I was there and heard him deliver it—he pointed out that the 
banking industry today makes up only 16 percent of the financial 
services industry. That is the market share of the banking indus-
try. Where is the other 84 percent? That is in the nonbank world. 
Can we ignore that and assume that we have covered all the risks? 
The answer is no. We have to look at the entire package. Whereas, 
a lot of the regulatory effort in recent days has been on the 16 per-
cent, which I think is important, but let us not ignore the rest. 

Senator BROWN. Mr. Baer. 
Mr. BAER. I think it is good to remember that AIG, Lehman 

Brothers, Bear Stearns, Countrywide were not banks. No one really 
had thought about the potential systemic impacts of a money fund, 
the reserve fund going bust. So I think it is actually quite impor-
tant, particularly now, to recall how much of the financial crisis 
originated outside and spread through the nonbanking system. It 
gets back to the Maginot Line point I was making earlier, which 
is as we push more and more risk out of the banking system, it 
is a very good time to ask: Where is that risk going? How do we 
feel about that? And how is it being regulated? 

Senator BROWN. Ms. Taub. 
Ms. TAUB. So our concerns about nonbanks or the shadow bank-

ing system are not new. In 2010, the Federal Reserve Bank of New 
York noted that $16 trillion in liabilities were with the shadow 
banking sector versus $13 trillion with the traditional banking sec-
tor. And I would also point out that I consider Countrywide to be 
a bank, as it was a thrift-holding company. 
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But I think some of this attention to nonbanks is a bit 
pretextual. I was just at a hearing at a House Subcommittee a few 
weeks ago, and folks were lobbying for reducing the amount of 
oversight on nonbanks such as private equity funds and hedge 
funds. So I wish we would get our stories together here. 

Senator BROWN. Let me follow up with you, Professor Taub. We 
hear the argument a lot that bank regulations will force more fi-
nancial activities to the nonbank sector, the less regulated sector. 
One, tell us whether that is actually happening. And, second, what 
is the best way to prevent that kind of migration—to regulate 
banks less or to regulate other activities—to regulate all activities 
equally? 

Ms. TAUB. So in referring to Gruenberg’s speech that we have 
been talking about, he noted—and he has—I think the third ex-
hibit is a chart showing that the amount of loans in the nonbank 
financial system have been steady, not increasing, relative to be-
fore. So that is one thing. But I think where we can all agree is 
that if there is a problem in the shadow banking system, let us 
take a look at that. For example, why not look at reducing leverage 
at hedge funds and so on? I am all for that. 

Senator BROWN. Thank you. 
Mr. Baer, just a yes or no, if you could, to this. Chairman Hen-

sarling proposed repealing Title II of Dodd-Frank, as you know, 
which provides for an orderly liquidation authority for large finan-
cial institutions, and Title VIII, which provides for heightened 
regulation of systemically important clearinghouses. Would you 
support repealing either of those? 

Mr. BAER. I will try to do it in more than one word, unfortu-
nately, but we support Title II as a credible backstop to Title I. We 
do believe that bankruptcy should always be the first option in 
resolving a large bank. But it seems sensible to have a fallback 
plan in the form of Title II. 

Then with respect to Title VIII—and I have to say this a little 
grudgingly because The Clearing House Payments Company is ac-
tually a designated financial market utility under Title VIII, so 
talking against interest here. But we do believe it is appropriate 
to designate financial market utilities and have supervision of 
them. 

Of course, that should not be the same type of supervision as you 
would get with a bank. It should be tailored to the activities and 
risks of the CCP or whatever the FMU is. Sorry for the acronyms. 
But, yes, we support that. 

Senator BROWN. Thank you. 
Last question, Professor Taub. Should we be concerned by pro-

posals that use capital requirements as a sort of Trojan horse for 
broad-based deregulation of the industry? 

Ms. TAUB. Whenever someone says ‘‘Trojan horse,’’ I think we 
should be cautious, yes. I mean, I do think that, as Hensarling’s 
bill is trying to do, is to say if there is a 10-percent leverage ratio, 
that should be enough to get out of so many of the Dodd-Frank reg-
ulations, that is a mistake. As we just heard from Mr. Baer, Title 
II is a really important backstop in case—and as you mentioned be-
fore, it is very hard to predict the future. And so we do need to 
have this possibility in the alternative of a bankruptcy if that 
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cannot happen in an orderly fashion to have Title II, for example, 
good supervision is also critical. So I do not think that this is, you 
know, a free pass out of sensible prudential regulation. 

Senator BROWN. Thank you, Mr. Chairman. 
Chairman SHELBY. Senator Scott. 
Senator SCOTT. Thank you, Mr. Chairman. 
Ms. Rainey, Chair Yellen appeared before our Committee just a 

couple of days ago and stated in the past that, when it comes to 
bank regulation and supervision, one size does not fit all. Other 
Governors at the Federal Reserve have also echoed those com-
ments. Community banks have reported major increases in their 
compliance burden since implementation of Dodd-Frank. In Feb-
ruary of this year, the Fed, FDIC, and the OCC increased the num-
ber of banks and savings associations eligible for the 18-month ex-
amination cycle as opposed to the 12-month cycle. Well-capitalized 
and well-managed banks and savings associations with less than 
$1 billion in total assets may be eligible for this relief. 

First, how important is the extension of the exam cycle to com-
munity banks? 

And, second, from your perspective, what are some other meas-
ures that can be taken to relieve the regulatory burden on smaller 
institutions? 

Ms. RAINEY. Thank you, Senator. Yes, as we look at the exam 
cycle, to give you a relevant example, I am preparing for a compli-
ance exam right now. We just received our pre-exam checklist that 
is over 30 pages long; there are over 400 individual questions in 
my $215 million bank that we are preparing for. And this comes 
about each and every year as we are preparing for examination 
throughout compliance, IT, BSA, and safety and soundness—our 
four different exams that we prepare for. So to lengthen the time 
between exams for well-rated, highly capitalized banks I think is 
very important and makes a significant difference. 

I would draw back to the capital rules that we are talking about 
here today to look at an exemption, just in terms of both what we 
are doing to comply with these regulations as well as the impact 
that it has on our lending practices could make huge strides in en-
hancing the environment in which community banks operate, mak-
ing it—streamlining the process in which we are able to serve our 
customers and our communities. 

Senator SCOTT. Thank you. 
To both Ms. Rainey and Mr. Abernathy, the punitive treatment 

of mortgage servicing assets, could it have led to the third consecu-
tive year that we have seen a drop in first-time home buyers? 

Mr. ABERNATHY. I think it certainly has to affect the environ-
ment within which people take out mortgages and manage those 
mortgages. One of the biggest problems that we see from the Basel 
practice bringing global rules and applying them here is you get 
rules that do not seem to fit the United States, and the mortgage 
servicing assets is a very good example. The Europeans do not have 
that. But we have the relationship where the bank has a close rela-
tionship with the mortgagee and provides the services that are 
needed and the mortgagee knows where to go. We need to preserve 
that. But because of the rules under Basel, a lot of banks have had 
to sell their mortgage servicing to somebody else who really does 
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not know that business, they are learning that business, and it is 
notorious how poorly many of those nonbank providers are doing 
in servicing those mortgages. 

Senator SCOTT. Thank you. 
Ms. RAINEY. I agree. I think in times of stress, in good times to 

have a relationship lender that is servicing that mortgage, that un-
derstands the property in which that collateral is located within 
that community, can work with the borrower to understand the re-
quirements, leads ultimately to better success for that mortgage, 
the borrower, and the institution. 

Senator SCOTT. Mr. Abernathy, the LCR creates disincentives for 
banks to accept business deposits. Isn’t this at odds with the cen-
turies of accepted banking practices accepting deposits from cus-
tomers? 

Mr. ABERNATHY. Senator, one of the fundamental purposes of 
banking is to receive deposits—from businesses, from individuals, 
families, from governments. And yet the LCR, because it is a static 
assessment of where risk is, has decided in the terms that are 
there—again, a global rule applied here in the United States—that 
for some reason business deposits will run in times of stress. 
Maybe that happened in Europe, but in the United States, business 
deposits came in to banks. During the recession over $800 billion 
of deposits came in to banks because they see banks, correctly, as 
a safe haven. And yet banks during the next stress will have to 
pretend that they are going to be losing those deposits, and that 
makes it harder for banks to take in those business deposits when 
they are looking, again, for that safe haven. Where will those peo-
ple go? 

Senator SCOTT. Thank you, sir. My time is up. 
Thank you, Mr. Chairman. 
Chairman SHELBY. Senator Reed. 
Senator REED. Thank you very much, Mr. Chairman, and thank 

you, panelists, for your excellent testimony. 
Professor Taub, in your comments you point out a speech by 

Marty Gruenberg indicating that FDIC-insured institutions have 
earned a new record, about $164 billion last year, and almost two- 
thirds of institutions reported higher earnings, which might at 
least raise a question of whether these regulatory difficulties not 
only have not inhibited profitability but in some respects might 
have assisted profitability. Do you have any comments on that? 

Ms. TAUB. Yes, I mean, that was really impressive. We are often 
hearing complaints about how Dodd-Frank is hurting banks—in 
particular, community banks—and the economy. And yet we saw 
that last year the record profits were $164 billion. 

In addition, what I thought was interesting about that speech is 
that there has been loan growth at community banks of 8.0 per-
cent, and that exceeds the 6.9 percent compared to—that is year- 
over-year growth, and it exceeds 6.9 percent in terms of overall for 
all banks. So not only are banks overall that are FDIC-insured in-
stitutions doing better, but in particular, the community bank seg-
ment is outshining the larger banks. 

Senator REED. Mr. Baer, from your position have you also 
tracked sort of relatively good profitability numbers in the 
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institutions and, also, as Professor Taub points out, loan growth, 
particularly in the community banks, which is critical? 

Mr. BAER. I think it is fair to say—— 
Senator REED. Could you turn your microphone on, please? 
Mr. BAER. I think it is fair to say banks, including the large 

banks who are members of our association, are still quite profit-
able. I think the interesting question for purposes of policy is: How 
are they making those profits? What we are seeing, if you follow 
bank results, is a very large focus on reducing expenses. So that 
has involved laying off tens, hundreds of thousands of people. The 
industry is also benefiting from an expense perspective from a mas-
sive move toward electronification, so fewer branches, fewer tellers, 
more mobile apps on your phone. In the securities business as well 
as, I think, in the retail business, you are seeing a great move to 
doing electronically what used to be done by voice or by other 
means. So, you know, clearly expenses are a lot of it. 

And then, you know, with respect to the revenues, banks are ad-
justing, and the question is how you feel about how they are ad-
justing. So they are exiting certain business lines, and I would say 
measure one is principal at-risk market making, which under the 
capital rules, particularly the leverage ratio, has become a very ex-
pensive and difficult proposition. 

They are moving into other areas. So, for example, private 
wealth management is a terrific business under the capital and li-
quidity rules. It does not require capital, it does not require liquid-
ity, and there is not a lot of operational risk. So they have mi-
grated, a lot of them, into private wealth management. And then 
the question is just how do you feel about that. 

Senator REED. Just two follow-up questions. One, my impression 
is because of the inherent advantages of technological improve-
ments, those cost savings would have been adopted by any sensible 
individual in any case. Is that your thought, too? 

Mr. BAER. I agree. 
Senator REED. And the other issue, too, in the migration into 

these more—away from market-making centers, that is more char-
acteristic of the larger banks than community banks. Is that fair 
also? 

Mr. BAER. Well, this really gets to—I mean, the biggest dif-
ference between the banks I represent and perhaps the ones to my 
right is not, I do not think, really size because the risks of making 
a loan are pretty much the same whether you are a large bank 
making a loan or a small bank. The largest banks are really the 
banks that are doing capital markets activity. 

Senator REED. Right. 
Mr. BAER. And that is why, for example, a 10-percent leverage 

ratio where you can debate that around an illiquid loan, the idea 
of holding 10 percent capital against a Treasury security becomes 
a lot more problematic. I think that is where we see a lot of the 
issues. 

Senator REED. But that is more characteristic of larger institu-
tions. 

Mr. BAER. Correct. 
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Senator REED. And, Mr. Abernathy, thanks again. You have been 
a constant source of advice and counsel, and we appreciate it very 
much. 

Mr. ABERNATHY. Thank you. 
Senator REED. One of the issues that has been brought up is that 

there is migration to some degree—you can question how much— 
into the nonbank arena, which suggests that reinforcing the role of 
FSOC for big institutions because they can declare a nonbank insti-
tution as systemically risky, and you pointed out, I think, or some-
one on the panel did, let us remember, it was Lehman Brothers’ 
failure, Bear Stearns’ failure, AIG’s failure that triggered a lot of 
the dilemmas here. 

And the other issue, too, is at the commercial level, a lot of alter-
natives to banks fall within the purview of the Consumer Financial 
Protection Bureau, and its role would be even more important now 
if you are describing this migration away from banks. Is that fair? 

Mr. ABERNATHY. Certainly where the migration is with regard to 
retail services, and we are seeing both with retail as well as whole-
sale. Frankly, it is a little bit alarming to the banking industry. 
When I heard the Chairman of the FDIC say the banking industry 
only has 16 percent of the financial market these days, rep-
resenting the banking industry, I am a little bit alarmed at that 
because I believe there are things that banks do in terms of staying 
power and other things that you do not get outside of the banking 
industry. But there are other regulatory means of getting to these 
to some degree. What we notice, though, is that the rules, while 
they apply to nonbanks, they seem always to be enforced against 
banks because we have in place a means of enforcement. We have 
got three regulatory agencies that enforce. The nonbanks do not. 

Senator REED. I appreciate that. 
Finally, thank you, Ms. Rainey, for your testimony. Any com-

ments you would like to make from the perspective of a community 
banker with respect to the issues I have raised about profitability, 
lending? Is your lending going up? Hopefully your profitability is 
going up. 

Ms. RAINEY. Yes. Well, again, I draw back to the market dynam-
ics, and I think as we look at the industry, so much of this depends 
on where the bank is located. We are still in an area that is strug-
gling economically. So goes the community, so goes the bank, very 
interdependent. 

You know, something I would maybe add to the comment, as I 
look at the industry as a whole and community banks and our fu-
ture, the lack of de novo charters is very alarming to me in an in-
dustry where you have no birth, new creation of organizations and 
charters, especially in communities that desperately need those 
services, and I would point to many of these capital burdens. And 
back to our original story, you know, looking at what is required 
to start a bank today in a community that desperately needs it, 
there is unequal treatment in terms of the needs of that commu-
nity and the requirements for the bank. 

Senator REED. Thank you very much. Thank you all very much. 
Chairman SHELBY. Senator Moran. 
Senator MORAN. Chairman, thank you very much. I thank our 

panel for being here. While profitability is important, the ability to 
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continue to exist in business is related to your ability to generate 
a profit. I want to focus on the ability to lend, access to credit. I 
often tell my bankers that, yes, I am for you as a banker, I guess. 
But what I am really for is the community in which you serve. And 
I am worried that for a number of reasons, but in significant part 
the regulatory environment is reducing access to credit to people 
who traditionally would be thought of as creditworthy, capable of 
repaying their loan. But because of the fear of not crossing the t’s 
and dotting the i’s of regulatory burden, good loans are not being 
made. And I would like to know whether my sense is accurate and 
if there is anything that measures that. The example that I have 
often used in visiting with regulators is that, again, in a State like 
ours, community banking is a significant component of access to 
credit. And there are a number of bankers who have told me they 
no longer make a residential loan, a home loan, because of the fear 
of making an error or the amount of training and expertise now re-
quired to understand how to comply with the complexity of those 
regulations. And it just seems so—it is so troublesome to me that 
you would have a bank in a town of 4,000 people that has made 
the conscious decision we are not going to make a loan to somebody 
who wants to buy a home in their hometown and in our hometown, 
not because we do not believe that borrower can pay it back, but 
because we are too worried about the consequences of making an 
error or the expenses associated with having the personnel nec-
essary, capably trained to make that loan. Is there something to 
what—are my fears founded? I guess in a broader sense is there 
empirical evidence about lack of access to credit related to the reg-
ulatory environment? 

Mr. BAER. Senator, I mean, I think there are any number of ex-
amples of where regulation is having a measurable and clear effect 
in these areas. So, for example, with regard to residential mort-
gages, high-risk weights for prime mortgages have really taken 
prime mortgages off most—at least large—and I think small bank 
balance sheets because you just cannot earn back that capital. 
Jumbo loans are still there, but not prime. 

Another example that I think is a good one because it shows how 
a very technical rule can have a very big economic effect is the li-
quidity coverage ratio, which I will have to say actually we at The 
Clearing House have a lot of sympathy for the liquidity coverage 
ratio and believe it is generally a good idea—the NSFR less so, but 
the LCR, yes. But the LCR has an outflow assumption with regard 
to commitments, that is, lines of credit to businesses. 

The experience in the crisis was that the outflow assumptions— 
or the outflow experience was about 10 percent. In other words, 
they drew down about 10 percent. They did not look at this as cri-
sis liquidity in the crisis. They used it for day-to-day operations. 
The LCR says that you have to assume 30-percent outflow, so three 
times what we saw in the crisis. What that has resulted in is banks 
of very different sizes all having to pull back on those loans or price 
them low. 

So, similarly, custody banks are also affected by that, sort of a 
little off your topic, but because when they are asked by asset man-
agers to have a line of credit to fund a redemption, because they 
do not want to have to hold cash to fund a redemption, again, the 
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custody banks are giving the same answer to an asset manager 
that a small- or a mid-size banker is giving to a borrower, which 
is under the LCR we are constrained here. 

Senator MORAN. Yes, sir? 
Mr. ABERNATHY. Senator, if I may, and I would echo the com-

ments made by Mr. Baer. What we hear from our community bank-
ers in Kansas and other parts of the country, if you ask them 
where is the growth in your employment, they will say, well, we 
are hiring more people to do compliance. How much do those com-
pliance people interact with real customers? Well, not at all. And 
so you have seen more and more bank resources being applied to 
people who in essence work for the regulators, do not work for the 
customers. 

Why is that important with regard to lending? A number of bor-
rowers will come to the bank, but really what gets the economy 
going is when the banker goes to the customer and says, ‘‘Charlie, 
your business is doing really well. Have you thought about opening 
up an office across town?’’ He says, ‘‘Well, I do not know. How 
would I do that?’’ ‘‘Well, let us talk about how we could finance 
that.’’ 

There are fewer people available to do that, and a lot of these 
rules make it harder for that banker to have that conversation be-
cause now he has got to be scratching his head, and wondering, if 
I do that loan to Charlie, how is that going to affect my risk-based 
capital rules and how am I going to particularly balance all of 
those sorts of other regulatory requirements. It makes it much 
more complex and I think more difficult. 

Ms. RAINEY. Specifically, coming from a rural community where 
no two properties are exactly alike, it has become very difficult for 
us. We will portfolio most of the mortgages that we make because 
we simply do not have secondary market options. They do not ful-
fill the appraisal requirements. We found out from our secondary 
market provider they will no longer accept manufactured homes. 
So, yes, we are seeing a lack of availability. 

I am proud to say that in our community bank we continue to 
make residential mortgages because we are the source for mort-
gages in our community. We will roll up our sleeves, and we will 
get the job done. That job, though, has become incredibly complex 
and punitive for the smallest error that is made not because we are 
trying to take advantage of a customer, it is a simple human error; 
but the results and the impact to the organization have become 
much more significant and are not proportionate for the type of er-
rors that we are making. 

So, yes, cost is significantly increased. It has become harder, and 
there are fewer options for rural communities to have access to 
credit. 

Senator MORAN. Thank you for the answer to my question, and 
I would just add that a part of this is also the need for a growing 
economy. A part of this is also the need for a growing economy. In 
a broader sense, your ability to make loans determines whether or 
not GDP grows at this rate or a higher rate. And our country des-
perately needs more opportunity for more people, and access to 
credit is a significant component of whether we are going to 
achieve that desired goal. 

VerDate Nov 24 2008 15:38 May 25, 2017 Jkt 046629 PO 00000 Frm 00025 Fmt 6633 Sfmt 6601 S:\DOCS\21604.TXT JASON



22 

Mr. Chairman, thank you very much. 
Chairman SHELBY. Senator Warren. 
Senator WARREN. Thank you, Mr. Chairman, and thank you all 

for being here today. 
Earlier this month, Congressman Hensarling, the Republican 

Chairman of the House Financial Services Committee, provided a 
summary of a new bill that would repeal many of the financial re-
forms that Congress put in place after the 2008 crisis. In a hearing 
2 weeks ago, I said that when it was introduced, the bill should be 
called ‘‘the Wet Kiss for Wall Street Act.’’ Now that we have seen 
more details about the bill, I realize that I was wrong. It should 
be called ‘‘the Big Wet Kiss for Wall Street Act.’’ 

At the earlier hearing, I focused on some of the provisions in this 
proposal that would increase the chances of another taxpayer bail-
out, provisions that would make it harder to identify systemic risks 
and move quickly to address them. 

Today, though, I want to focus on the bill’s assault on the Con-
sumer Financial Protection Bureau. According to the latest detailed 
summary of this bill, it will go after the fundamental structure of 
the CFPB, cut back on its authority to protect consumers, and 
weaken or repeal rules that the CFPB has already proposed. One 
provision would replace the current single-director model of the 
CFPB with a five-member commission like the five-member SEC. 

Now, Professor Taub, you are a close observer of both the CFPB 
and the SEC. What do you think would happen to the CFPB if it 
adopted the SEC’s leadership structure? 

Ms. TAUB. Senator Warren, I think if the CFPB went from a sin-
gle-director model to a five-member commission model, it would be 
substantially weakened and slowed down, and that I think is the 
whole point of Hensarling’s proposal. In HousingWire, in June, I 
just read a report from a research group called Compass Point, and 
they predicted that if this were to happen, if it moved to the five- 
member commission, this already elongated rulemaking timeline 
would be extended, probably doubled, and that also enforcement 
would go down by 75 percent. 

Senator WARREN. Wow. OK. So gum up the works, reduce en-
forcement here. You know, by the way, Chairman Hensarling has 
gone out of his way to claim that his bill does not have the support 
of Wall Street and the big banks. But I would point out that the 
American Bankers Association, which represents the big banks, 
has made it a priority for years to weaken the CFPB by making 
exactly the change that Congressman Hensarling proposes. I really 
do wonder who Congressman Hensarling thinks he is fooling here. 

Another provision in the bill would revoke the authority in Dodd- 
Frank that allows the CFPB to restrict the use of forced arbitration 
clauses in credit card and checking accounts. Professor Taub, as 
you know, Congress directed the consumer agency to conduct a 
study about the impact of forced arbitration clauses, and the agen-
cy did exactly that. It did a 3-year study, and it found that those 
clauses are extremely harmful to consumers who have been cheat-
ed by banks. 

Now, under the explicit authority from Congress as part of Dodd- 
Frank, the CFPB has issued a proposed rule to restrict the use of 
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these clauses. How do you think consumers would be affected if 
this rule is eliminated, as Congressman Hensarling wants? 

Ms. TAUB. I think that they would be deeply harmed. These pre- 
dispute arbitration provisions, or what you are calling ‘‘forced arbi-
tration provisions,’’ deprive consumers of their legal rights under 
Federal and State law. And as it happens, I did sign on to a com-
ment letter with about 200 other law professors and scholars in 
support of the CFPB’s rule because I think, you know, the status 
quo currently unfairly limits legal rights and remedies for millions 
of consumers. 

Senator WARREN. Thank you. You know, Chairman Hensarling 
has tried to dress this bill up as some kind of get-tough-on-Wall- 
Street, pro-consumer effort. But on every front, whether it is reduc-
ing systemic risk, preventing another taxpayer bailout, protecting 
consumers, the bill’s proposals come straight off the Wall Street 
wish list. These are the kinds of ideas that may attract very gen-
erous donations from Wall Street. That is what a ‘‘big wet kiss’’ is 
all about. But I know that the American people will not be fooled. 

Thank you, Mr. Chairman. 
Chairman SHELBY. Senator Cotton. 
Senator COTTON. Thank you, Mr. Chairman. Thank you all for 

taking the time to testify today. 
Like Senator Scott, I have some serious concerns about mortgage 

servicing assets, but I understand that Ms. Rainey and Mr. Aber-
nathy addressed those fully with Senator Scott, and I just want to 
associate myself with his comments and with some of his concerns. 

I would like to turn to a second topic, unrelated, about capital 
requirements and their impact on the global sanctions regime. Mr. 
Baer, you might be best situated to discuss this matter. Recently, 
Fed Governors Daniel Tarullo and Jerome Powell in separate pub-
lic comments have said that the central bank would probably de-
cide to require eight of the largest U.S. banks to maintain more eq-
uity capital to pass the central bank’s annual stress tests. Do you 
think the Federal Reserve has fully accounted for what higher cap-
ital requirements could mean for the United States’ ability to en-
force sanctions through the global financial system if large U.S.- 
based institutions are cutting operations or withdrawing from cer-
tain markets overseas because of the costs imposed by these new 
actions? 

Mr. BAER. Thank you, Senator. We at The Clearing House actu-
ally are quite focused on how effectual the AML OFAC regime is 
currently. We have seen, as you are alluding to, a large de-risking 
globally by U.S. and actually by U.K. and other banks as well, sim-
ply because if you do a risk-and-reward analysis, the risks of bank-
ing the wrong person under a strict liability sort of enforcement en-
vironment and where the penalties can be extremely high can real-
ly never be recouped by anything you could charge a customer like 
that. 

There have been serious, I think, costs from that, including, you 
know, we have talked to folks in the development area who believe 
that there are countries that need banking services around the 
world but are having U.S. and other banks withdraw from those 
services. We have heard from people in diplomacy and national de-
fense expressing concerns about the ability of the United States to 
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exert influence in those countries. And we have also heard from 
law enforcement and national security that it is a tough issue in 
the sense that you want to kick bad people out of the system, but 
you also want to observe bad people in the system. And so to the 
extent that U.S. banks are not doing that business abroad, that ef-
fectively blinds us to the ability to spot wrongdoing and potential 
terrorist financing, for example. 

I think capital could play a role in that in the sense that, you 
know, for example, a G–SIB surcharge punishes cross-jurisdictional 
exposures, so one of the five factors that influence a large bank’s 
charge is its dealings with those abroad, although that is really, I 
would confess, on the wholesale side, less on the retail side. Most 
of the largest banks are not really doing much of a U.S.—of a con-
sumer retail business abroad. They are really managing their busi-
nesses through correspondent accounts. And so the de-risking that 
is taking place with the largest banks I think primarily is cutting 
off correspondents and large corporate borrowers. But, again, that 
is having a whole host of, I think, unintended consequences. And 
I will give credit to the Treasury Department and others who I 
think are actually quite focused on this issue at this point. 

Senator COTTON. So you do think that Treasury and some of the 
other agencies or departments in the Government who might have 
a stake in this decision as it affects our ability to implement and 
enforce global sanctions are weighing in with the Federal Reserve? 

Mr. BAER. I think they are weighing in. I think one of the core 
problems in this area, though, is sort of the incentives of those in-
volved. For a bank regulatory agency, they are not sort of con-
fronted day to day with concerns about development or national de-
fense or diplomacy. I think they are, I think rightly, worried, you 
know, what will the reputational implications for the bank or for 
them be if the bank banks the wrong person. 

So they have a very strong, one might say, perverse incentive to 
favor de-risking. That is why I think you saw this sort of unusual 
spectacle of the Secretary of State going over to London to lobby 
U.K. banks to continue banking Iranian accounts. And I think, you 
know, whether you think they should or they should not, the rea-
son he was doing that was reflective of, you know, the fact that 
banks are quite reluctant to do anything that might eventually re-
sult in a sanction for them. 

Senator COTTON. I think they are understandably reluctant, and 
I think ‘‘spectacle’’ is an appropriate word to use for these cir-
cumstances. 

Would any of the other panelists care to weigh in? I know that 
may be a little outside your bailiwick, but we would be happy to 
hear from you as well. 

Mr. ABERNATHY. Certainly, Senator, if I could just briefly, and 
certainly echo what Mr. Baer has said. One of the biggest chal-
lenges we have as a bank, one of these causes of de-risking is not 
only are banks required to understand their customers, but now 
they are being required by rules to take on responsibility for their 
customer’s customer based upon information that they really do not 
have access to, and yet they get sanctioned for what a customer’s 
customer is doing. And that is causing a number of banks to say, 
‘‘I just do not make enough money in this line of business to be 
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able to carry that huge regulatory risk, and so I am just getting 
out of this business.’’ That affects banks of all sizes, and it affects 
not only international but domestic banks as well. 

Senator COTTON. Thank you all. 
Chairman SHELBY. Senator Heitkamp. 
Senator HEITKAMP. Mr. Chairman, thank you so much. 
I want to talk about call reports, and most of my comments are 

going to really focus on the impact of all of these rules on small 
financial institutions. And so I want to begin by saying there is lit-
tle doubt that clear and consistent capital and liquidity require-
ments are an essential part of a strong banking system. I think 
that is something we can all agree on, and it is absolutely the best 
line of defense against future bailouts. But small businesses and 
small banks, like the majority of banks in my State, have great 
concerns about the complex reporting requirements referenced in 
Ms. Rainey’s testimony, and particularly because they are costly, 
time-consuming, and confusing, especially for smaller institutions 

When you take that into account with the variety of other rules 
and regulations that small banks are now implementing that are 
unrelated to Basel, the fact that the smaller banks do not have 
time and resources to coordinate and implement these rules. 

And so I guess I am going to ask you, Ms. Taub, what is your 
reaction to the small bank concerns about the increased reporting 
requirements? And is there a path forward, as you see it, to ad-
dress what I believe is legitimate concerns? 

Ms. TAUB. Thank you for the question. The way I would like to 
respond to it is to talk about that issue of amnesia again. I take 
a different lesson than Mr. Abernathy does about the savings and 
loan crisis. He said—and as you know, that was small and regional 
banks that were affected. He suggested that the lesson of that cri-
sis was that net worth or, you know, leverage did not really hold 
up. But that is actually not what happened there. The savings and 
loans faced an interest rate shock. Then they were facing competi-
tion for deposits for money market funds. And as a result of that, 
they managed to achieve massive deregulation for the asset side of 
their balance sheet. And, in fact, it was because they were strug-
gling in that environment that they got special accounting treat-
ment. Instead of GAAP, it was called ‘‘RAP,’’ and they were able 
to kind of monkey with their net worth. 

So I would point out that it is not just large banks that can cause 
massive crises that result in taxpayer-funded bailouts, but also cor-
related bad practices at small institutions. 

Senator HEITKAMP. I think it would be a little bit of an exaggera-
tion to say the savings and loan crisis had the same consequences 
and result as the crisis in 2008. 

Ms. Rainey, can you give us some feedback on your relationships 
with financial regulators, whether you believe that generally there 
is a level of responsiveness to a lot of the concerns that I hear from 
my local community bankers? And what can we do to enhance that 
dialogue? 

Ms. RAINEY. Thank you. Yes, I feel—and I have had the oppor-
tunity to work, whether it is on advisory councils or committees, 
to engage in conversation, and I think those have been productive. 
I think as we talk about some of the specific examples here today, 
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whether it is call report reform or some of the pieces within the 
Basel rules, this exemption for community banks, so much of it also 
requires legislative action. And so I think in a best-case scenario, 
to be able to move forward in these dialogues both with the regu-
lators as well with Congress to feel how we make some of these 
things happen and avail all tools possible to provide a best-case 
scenario. 

Senator HEITKAMP. Another issue that frequently comes up is the 
issue of distributions from Subchapter S and taxability of those dis-
tributions or the lack of distributions but still incurring a tax liabil-
ity, which can put quite a strain on a small organization, certainly 
on a small community family-owned bank. Can you walk me 
through how that requirement will be phased over the next few 
years, see what major risks all of that provides to community 
banks, and offer maybe some suggestion on how we can be more 
responsive to the legitimate concerns of the Subchapter S issue? 

Ms. RAINEY. This is a significant and very personal issue for us. 
Now, while I would hope to never find myself in a situation like 
that, the pure fact that our shareholders, a family-owned organiza-
tion, would be responsible for the earnings of the organization and 
to pay the amount of tax is very concerning. And I would draw 
your attention to an example of C corporation banks. Even if they 
were in a scenario below the well-capitalized limits, they would 
still be able to pay the taxes on the income of the organization. So 
why would we create a different scenario purely for Sub S organi-
zations? 

And so as we look at this, I think there is a simple solution in 
that we allow, even if we were in that capital conservation buffer 
period, the opportunity for the bank to distribute up to 40 percent 
of its earnings to pay the associated tax and allow for those share-
holders to take care of the liability. 

Senator HEITKAMP. So not avoiding the liability but making sure 
that the assets are there rather than personal assets to pay for 
profitability of the bank. 

I am out of time. I will submit the rest of my questions for the 
record. 

Chairman SHELBY. Senator Brown. 
Senator BROWN. Thank you, Mr. Chairman. Just a couple com-

ments before the end of the hearing. 
Again, thank you all for being here. It seems there are some 

areas of disagreement but also some areas of agreement. I thank 
all four of you for that. We want to ensure, especially, Ms. Romero 
Rainey, we want to ensure that community banks have appropriate 
rules. That is why in the past year and a half Congress has passed 
10 provisions into law benefiting community banks. The regulators 
have said publicly that as part of the EGRPRA process they are 
considering changes to call reports, a simpler capital regime for 
small banks, and adjustments in the asset thresholds for real es-
tate appraisals. The FDIC has made changes that will make it 
easier to start new banks, an important concern I hear from both 
the ABA and the community bankers. 

We have taken action and there is more potential action coming 
on capital rules. ICBA said it well last year in support of the Fed’s 
capital surcharge rules on the larger banks, of course, that: 
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Enhanced supervision of these systemically important financial institutions 
together with the significant capital surcharge will provide more stability 
to our financial system and discourage SIFIs from becoming even larger 
and more interconnected. 

So I think there is broad agreement we have made progress. 
There is also clearly the belief that our job is not yet done. 

Professor Taub is right when she urges to take bold action to 
continue raising capital for the largest and the most complex insti-
tutions. 

Thank you so much. 
Chairman SHELBY. Thank you. 
I want to thank all the panelists today. I think it has been a 

good hearing. We appreciate your input, and we appreciate your 
views to keep the markets going. Thank you. 

The hearing is adjourned. 
[Whereupon, at 11:23 a.m., the hearing was adjourned.] 
[Prepared statements, responses to written questions, and addi-

tional material supplied for the record follow:] 
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PREPARED STATEMENT OF REBECA ROMERO RAINEY 
CHAIRMAN AND CEO, CENTINEL BANK OF TAOS 

ON BEHALF OF THE INDEPENDENT COMMUNITY BANKERS OF AMERICA 

JUNE 23, 2016 

Opening 
Chairman Shelby, Ranking Member Brown, and Members of the Committee, my 

name is Rebeca Romero Rainey, and I am Chairman and CEO of Centinel Bank of 
Taos, a $215 million asset bank with 48 employees headquartered in Taos, New 
Mexico. I’m a third generation community banker. Centinel was founded by my 
grandfather, Eliu E. Romero, in 1969 after he was denied a loan to finance his start-
up law practice. I’m proud to carry on his legacy of service to our community by 
providing access to credit on an equitable basis to all responsible borrowers. 

I am also Chairman of the Independent Community Bankers of America (ICBA), 
and I testify today on behalf of the more than 6,000 community banks we represent. 
Thank you for convening this hearing on bank capital and liquidity regulation. A 
great deal is at stake in these regulations. They have the power to promote or to 
stifle community bank lending, and can make or break a community. It is critically 
important that we get them right. 

Changes are urgently needed to community bank capital regulation. In particular, 
ICBA urges the support of this Committee for an exemption from Basel III for 
banks with assets of less than $50 billion. More on that later in this statement. 

At the outset, I would like to thank the Members of this Committee for your lead-
ership in securing inclusion of community bank regulatory relief in the FAST Act, 
which was signed into law last December. FAST Act relief includes expansion of the 
exam cycle for highly rated banks, broadening of accommodations under the CFPB’s 
‘‘ability to repay’’ rule, the long-sought elimination of annual privacy notices when 
a bank has not changed its privacy policies, and other important provisions. We en-
courage this Committee to build on that record by enacting additional regulatory re-
lief measures for community banks. 

I would also like to thank the Members of this Committee who contacted the bank 
regulators during their consideration of the Basel III rule to express their concern 
about the impact of the rule on community banks. Your influence was critical to se-
curing notable improvements in the final rule, though, as explained below, the rule 
continues to pose a significant threat to consumers and small businesses seeking 
credit. 
Basel III 

With the implementation of the Basel III Capital Rule, which began in 2015, bank 
capital regulation became significantly more complex and punitive, especially for 
community banks. Do we really need four definitions of regulatory capital, plus a 
capital conservation buffer, and complex rules governing capital deductions and ad-
justments? More fundamentally, why does the rule apply to community banks at 
all? 

At its inception, Basel III was meant to apply only to the largest, interconnected, 
internationally active and systemically important institutions. Community banks, 
with their simple capital structures and conservative funding and lending practices, 
have nothing in common with these larger institutions. 

Applying Basel III to community banks in a one-size-fits-all manner harms the 
consumers and businesses that rely on community bank credit. The impact will be 
especially harsh in small communities and rural areas not served by larger institu-
tions. This is why 17,000 community bankers signed a petition calling for an exemp-
tion from Basel III for community banks. 

Aspects of Basel III that are of particular concern for Centinel Bank and other 
community banks include: 
High Volatility Commercial Real Estate (HVCRE) 

My community of Taos has yet to fully recover from the last recession and con-
tinues to experience high unemployment. New development projects would create 
jobs in construction and related services, which would in turn boost consumer 
spending and create additional jobs. These projects might include hotels, apartment 
buildings, shopping centers, hospitals, or other commercial projects—important 
sources of employment in themselves after construction has been completed. 

Unfortunately, such projects would be defined as high volatility commercial real 
estate (HVCRE) under Basel III—unless the borrower can contribute at origination 
15 percent of the projected appraised value of the project upon its completion in 
cash or readily marketable assets. The borrower must also commit to tying up that 
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1 2014 ICBA Community Bank Call Report Burden Survey. http://www.icba.org/docs/de-
fault-source/icba/news-documents/press-release/2015/2014callreportsurveyresults.pdf?sfvrsn=2. 

capital for the life of the project. HVCRE loans are subject to punitive risk 
weighting for the determination of regulatory capital: 150 percent compared to 100 
percent before Basel III. I now have to allocate 50 percent more capital in order to 
finance a loan that my community desperately needs. 

The HVCRE rule sweeps in too many creditworthy developers who are well estab-
lished in our local business community, developers who exercise due diligence in 
planning projects with manageable risk but simply do not have the resources to tie 
up a 15 percent cash contribution for the life of a multi-year construction project. 
Such a developer might have an equity stake in land that will serve as the site of 
a project. But, under the HVCRE rule, any appreciated value of land equity does 
not count toward the required 15 percent contribution. 

At Centinel Bank, we want to make every creditworthy loan that we possibly 
can—consistent with reasonable capital requirements and safety and soundness— 
to ensure the prosperity of our community and the long-term viability of the bank. 
The HVCRE rule will force us to make difficult tradeoffs in lending to promising 
development projects. The result will be reduced credit availability and higher costs 
for potentially job-creating projects. Rural communities will be particularly hard hit. 
While urban and suburban communities have access to nonbank options for project 
finance—lenders and investors not subject to regulatory capital requirements—com-
munities such as mine rely almost exclusively on community bank credit. Subjecting 
community banks to punitive capital treatment for HVCRE lending will hobble the 
economic recovery in Taos, New Mexico, and in thousands of communities across the 
country. 

ICBA is grateful to Members of Congress who have written to the heads of the 
banking regulatory agencies to express their concerns about the impact of the 
HVCRE rule. 
Introduced Legislation 

ICBA strongly supports the Community Bank Access to Capital Act (S. 1816), 
sponsored by Committee Member Senator Mike Rounds and Senator Roy Blunt, 
which would, among other provisions, direct the bank regulatory agencies to issue 
a regulation exempting community banks with assets of less than $50 billion from 
Basel III. 
Complex New Reporting Requirements 

Another troubling aspect of Basel III is its contribution to the volume and com-
plexity of our quarterly call report—which had already become a nearly unmanage-
able burden. Today’s call report consists of 80 pages of forms and more than 670 
pages of instructions, with one new schedule alone taking up 134 pages. Centinel 
Bank’s last call report was 93 pages long and its preparation consumed 2 1⁄2 weeks 
of full-time equivalent hours. That’s over a month of FTE hours each year. This is 
unfortunately typical of the staff burden the call report imposes on a community 
bank. 

It hasn’t always been this way. The call report is so named because it used to 
be called in by phone. Unfortunately, the report has grown since that time out of 
all proportion to its value in monitoring safety and soundness, and Basel III has 
only amplified it growth. As recently as 2006, before Basel III, the call report in-
structions were 45 pages long, roughly half of what they are now. 

Only a fraction of the information collected is actually useful to regulators in mon-
itoring safety and soundness and conducting monetary policy. The 80 pages of forms 
contain extremely granular data such as the quarterly change in loan balances on 
owner-occupied commercial real estate. Whatever negligible value there is for the 
regulators in obtaining this type of detail is dwarfed by the expense and the staff 
hours dedicated to collecting it. To put things in perspective, consider this contrast: 
the largest, multi-billion-dollar credit unions filed a less than 30-page call report in 
the first quarter of 2016. Surely, regulators can supervise community banks with 
significantly less paperwork burden than they currently demand. 

In September 2014, nearly 15,000 community bankers representing 40 percent of 
all community banks nationwide signed an ICBA petition to the regulatory agencies 
calling for more streamlined quarterly call report filings. 

ICBA’s recent Community Bank Call Report Burden Survey empirically dem-
onstrates this problem. Eighty-six percent of survey respondents said the total cost 
of preparing the quarterly call report has increased over the last 10 years.1 Thirty 
percent said it had increased significantly. A typical $500 million asset community 
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2 MSAs represent the future value of servicing mortgage loans owned by third parties. 

bank spends close to 300 hours a year of senior level, highly compensated staff time 
on the quarterly call report. 

For this reason, ICBA is calling on the agencies to allow highly rated community 
banks to submit a short form call report in the first and third quarters of each year. 
A full call report would be filed at mid-year and at year-end. The short form would 
contain essential data required by regulators to conduct offsite monitoring, including 
income, loan growth, changes in loan loss reserves, and capital position. In the re-
cent survey noted above, community bank respondents overwhelmingly agreed that 
instituting a short-form call report in certain quarters would provide a great deal 
of regulatory relief. Seventy-two percent of respondents indicated the relief would 
be substantial. 
Introduced Legislation 

A number of bills introduced in the House and Senate would provide for short 
form call reports, notably the Clear Plus Act (S. 927), introduced by Senators Jerry 
Moran and Jon Tester. 
The Capital Conservation Buffer and Subchapter S Community Banks 

In addition to establishing higher minimum capital ratios and new risk weights, 
Basel III also establishes a capital conservation buffer of 2 1⁄2 percent. Banks that 
do not exceed the buffer face restrictions on dividends and discretionary bonuses. 

The capital conservation buffer is a concern for all banks, but it poses a special 
challenge for the more than 2,000 community banks—one-third of all community 
banks—organized under Subchapter S of the tax code, including Centinel Bank. 

Subchapter S banks are ‘‘pass through’’ entities, taxed at the shareholder level. 
Shareholders are responsible for paying taxes on their pro rata of the bank’s net 
income, whether that income is distributed or not. When a Subchapter S bank falls 
short of the capital conservation buffer and is restricted in full or in part from mak-
ing distributions, shareholders are required to pay taxes on the bank’s net income 
out of their own pockets. Investors expect returns on their investments, or at least 
deductible losses. What they do not expect is an unfunded tax bill in year when 
their investment had positive net income. 

This possibility makes it significantly more difficult for a subchapter S bank to 
solicit new shareholders or to raise additional capital from existing shareholders. 
While FDIC and the Federal Reserve have stated that they would consider waiving 
dividend restrictions on a case-by-case basis, this is hardly reassuring to current or 
potential investors. A better solution is needed, such as a community bank exemp-
tion from Basel III, or at a minimum, a provision to allow a distribution of at least 
40 percent of a Subchapter S bank’s net income, regardless of the capital conserva-
tion buffer. This would ensure that a bank can distribute at least enough to cover 
its shareholders’ taxes. 
Capital Treatment of Mortgage Servicing Assets 

The punitive new capital provisions of Basel III pose a real threat to community 
bank mortgage servicing. ICBA believes it is critical to retain and promote the role 
of community banks in mortgage servicing and to adopt policies that will deter fur-
ther consolidation of that industry. Community banks thrive on their reputation for 
customer focus and local commitment. Their involvement in mortgage servicing pro-
motes industry competition and deters future abuses and avoidable foreclosures 
such as those that impeded the housing recovery and led to the national mortgage 
settlement. Despite this, the Basel III mortgage servicing asset (MSA) provisions 
seem to be designed to drive community banks from the mortgage servicing busi-
ness. 

Basel III provides that the value of mortgage servicing assets (MSAs) that exceed 
10 percent of a bank’s common equity tier 1 capital must be deducted directly from 
its regulatory capital.2 In addition, MSAs that are below the 10 percent threshold 
must be risk weighted at 250 percent once Basel III is fully phased in. Expressed 
in terms of capital ratios, MSAs shrink the numerator or capital (when they exceed 
the 10 percent threshold) and inflate the denominator or assets, resulting in a lower 
regulatory capital ratio. As if this were not enough, there’s a third limitation on 
MSAs: When MSAs combined with deferred tax assets and investments in the com-
mon stock of unconsolidated financial institutions exceed 15 percent of common eq-
uity tier 1 capital, the excess must also be directly deducted from regulatory capital. 
Many banks that do not exceed that 10 percent MSA threshold are caught by the 
15 percent combined threshold. 
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The Basel III rule is a drastic change from the previous rule which allowed a 
bank to hold MSAs up to 100 percent of tier 1 capital (and broader measure of cap-
ital) and risk weight MSAs at 100 percent. Any change in policy with such a broad 
adverse impact should have been clearly supported by data and analysis. But regu-
lators offered no data or empirical analysis whatsoever to suggest that MSAs desta-
bilized banks during the recent financial crisis. 
Introduced Legislation 

ICBA supports bills introduced in the House and Senate that would require the 
Federal banking agencies to study the impact of the Basel III capital treatment of 
mortgage servicing assets, including Chairman Shelby’s Financial Regulatory Im-
provement Act (S. 1484). 
Capital Treatment of TruPS Investments 

ICBA urges this Committee to support capital relief for community banks, many 
of them rural-based, that invested in trust preferred securities (TruPS) issued by 
other community banks. Under the Basel III rule, these investments are subject to 
the same punitive capital treatment as MSAs: TruPS investments that exceed 10 
percent of a bank’s common equity tier 1 capital must be deducted directly from its 
regulatory capital. A capital deduction for their TruPS investments will directly re-
duce their capacity to provide credit in their communities. 

Basel III provides an exemption for community banks that issued TruPS prior to 
May 19, 2010: These banks continue to count the proceeds of their TruPS issuances 
as Tier 1 capital. A comparable exemption should be provided to community banks 
that invested in TruPS. Parity between issuers and investors in the same securities 
will create a more equitable outcome and will provide a direct benefit to the commu-
nities they serve. 
Disincentive for De Novo Charters 

I ask you to consider the cumulative impact of the Basel III capital rule, numer-
ous additional bank regulations that have gone into effect in recent years, and oth-
ers that are in statute but have not yet been implemented. The complexity and vol-
ume of new regulation is a strong disincentive for de novo bank charters. I doubt 
that Centinel Bank or many other community banks would have been chartered if 
they had been faced with the daunting regulatory cost and complexity that exists 
today. 

The FDIC has approved only two applicants for deposit insurance in the past 4 
years, a dramatic shift from many years of de novo bank formation averaging over 
170 per year. Community bank consolidation, coupled with the dearth of new char-
ters, will leave many communities without a local bank or access to local credit. I 
urge this Committee to consider legislation that will incentivize much needed de 
novo bank formation. 
Other Proposals That Would Support Community Bank Capital 

Modernize the Federal Reserve’s Small Bank Holding Company Policy 
Statement 

Addressing the punitive capital regulation of Basel III is a priority for community 
banks. Short of an outright exemption for community banks, or at least targeted 
relief, from Basel III, I encourage this Committee to consider measures that would 
help us to meet our higher capital requirements under the new rule and better 
serve our customers and communities. 

ICBA supports legislation that would raise the consolidated assets threshold for 
the Federal Reserve’s Small Banking Holding Company Policy Statement (Policy 
Statement) from $1 billion to $5 billion. I would like to thank the Members of this 
Committee for their efforts and leadership in the adoption of legislation at the end 
of the 113th Congress, which raised the Policy Statement asset threshold from $500 
million to $1 billion. That change has provided relief for nearly 650 bank and thrift- 
holding companies. 

ICBA has long held the position that the threshold should be significantly higher 
to recognize the higher average asset size of today’s community banks and bank and 
thrift-holding companies. Approximately 415 additional bank-holding companies 
would obtain capital relief if the Policy Statement were raised to $5 billion. 

The Policy Statement is a set of capital guidelines with the force of law that al-
lows qualifying holding companies to raise and carry more debt than larger holding 
companies and potentially downstream the proceeds to their subsidiary banks. The 
Policy Statement plays an important role in capital formation for smaller bank and 
thrift-holding companies that have limited access to equity markets. A higher 
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threshold will help more community banks meet their higher capital requirements 
under Basel III. 

The Policy Statement contains safeguards to ensure that it will not unduly in-
crease institutional risk. These include limits on outstanding debt and on off-bal-
ance sheet activities (including securitization), a ban on nonbanking activities that 
involve significant leverage, limitations on dividends, and a requirement that each 
depository institution subsidiary of a small bank-holding company remain well cap-
italized. 
Introduced Legislation 

ICBA is very pleased that H.R. 3791, which would raise the Policy Statement 
threshold to $5 billion, passed the House in April of this year. The bill is sponsored 
by Rep. Mia Love. 
New Capital Options for Mutual Banks 

ICBA supports the creation of a new capital option to strengthen the long-term 
viability of mutual banks. Mutual banks should be authorized to issue Mutual Cap-
ital Certificates that would qualify as Tier 1 common equity capital. 

Mutual institutions were established and are maintained for the benefit of their 
communities, depositors and borrowers. They are well-run financial institutions that 
provide local service and investment to improve the quality of life in their local com-
munities. In addition, mutual community banks are among the safest and soundest 
financial institutions. They remained strong during the financial crisis and contin-
ued to provide financial services to their customers. 
Introduced Legislation 

The Mutual Bank Capital Opportunity Act of 2015 (H.R. 1661), sponsored by Rep. 
Keith Rothfus, would authorize Mutual Capital Certificates as described above. 
Closing 

ICBA thanks this Committee for convening this important hearing and for the op-
portunity to present the views of the community banking industry. 

As I stated at the outset, capital regulation has the power to make or break credit 
availability in thousands of rural communities and small towns across America such 
as Taos, New Mexico. We urge this Committee to support changes that will support 
vital community bank lending. 

PREPARED STATEMENT OF WAYNE A. ABERNATHY 
EXECUTIVE VICE PRESIDENT, FINANCIAL INSTITUTIONS POLICY AND REGULATORY 

AFFAIRS, AMERICAN BANKERS ASSOCIATION 

JUNE 23, 2016 

Chairman Shelby, Ranking Member Brown, Members of the Senate Banking Com-
mittee, thank you for this opportunity to discuss key issues of capital and liquidity 
in bank supervision and operations. My name is Wayne Abernathy, Executive Vice 
President for Financial Institutions Policy and Regulatory Affairs at the American 
Bankers Association (ABA). The American Bankers Association represents the 
breadth and depth of the banking industry, from the smallest bank to the largest 
bank, comprehending all of the industry’s business models. Capital and liquidity are 
important to each of these banks. 

Capital and liquidity are two of the key indicators on which bank examiners focus 
and rate banks as part of the supervisory CAMELS system (Capital, Assets, Man-
agement, Earnings, Liquidity, and Sensitivity to market risk). It is hard to overesti-
mate the significance of getting capital and liquidity management right. 

This is a timely hearing. We welcome it. We recommend that financial regulators, 
institutions regulated, and the public served begin to take up the questions—in an 
orderly, considered, and comprehensive way—as to what works, what does not work 
as expected, and what can be improved. We envision that this can and should be 
done in the nonpartisan fashion that has long been the tradition of successful bank 
supervision in the United States. We offer our comments within that context. 

As we meet today, the team of global specialists in Basel, Switzerland, are delib-
erating yet another dozen or more detailed financial regulatory projects, some new, 
some part of yet another round of adjustments to earlier Basel global regulatory 
prescriptions. Much like previous Basel projects, neither the American public nor 
the U.S. Congress have been effectively involved in these Basel deliberations. It is 
getting increasingly difficult to discern either what their goals are or what value the 
developing Basel projects have to bring to the U.S. supervisory program. 
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The latest Basel project for which proposed U.S. implementing regulations are 
currently pending for comment, is actually one of Basel’s older—begun some 7 years 
ago: the Net Stable Funding Ratio (NSFR). The NSFR is a good example of a Basel 
global prescription for which it is hard to find a valid purpose in the U.S. super-
visory program not already amply covered by other regulations and tools, several 
of which have been put in place since the Basel specialists began their work on the 
NSFR in 2009. I will discuss the NSFR more at length later in this statement. 

We are now in the eighth year of an intensive and extensive financial regulatory 
reform process. Subjects have included projects affecting capital, liquidity, risk man-
agement, stress testing, failure resolution, business processes, compensation, loan- 
loss reserves, as well as rules and standards for specific product lines, such as mort-
gages and derivatives. Final regulations, guidelines, and policies have been imple-
mented in all of these areas, with only a few pieces remaining to be applied. In this 
latter group are rules on Total Loss Absorbing Capacity, executive compensation, as 
well as counterparty credit limits. These reforms have been accomplished through 
tens of thousands of pages of regulations and millions of pages of bank compliance 
reports to their financial supervisors. 

All taken together, with the experience of several years of application of the new 
regulatory regimes, and the publication of the full body of new standards nearing 
completion, we believe that this is an appropriate point for a review of how it all 
is working. In the press of reform, each measure has been created and implemented 
with less than the usual deliberation, and with imperfect reference to the other 
pieces. It is not credible to assume that each rule and regulation, many of which 
implement global schemes developed on distant shores for conditions that little pre-
vail in the United States, is immune to improvement. 

It is no criticism of the purpose of any of the reform measures to ask how each 
is working and to inquire into how all the pieces are working together. The whole 
substance is not only overwhelming for each individual bank, but we have to believe 
that it is an awesome weight resting upon the bank regulators who have to super-
vise how all of the affected banks are applying each and all of the rules. We propose 
for consideration that there are ways to reduce complexity for banks and supervisors 
that will result in improved application of the regulatory principles involved. We 
need to begin that conversation. If not, we may find ourselves with a regulatory pro-
gram that in practice is too complex to realize the supervisory success to which we 
all aspire. 
GETTING CAPITAL AND LIQUIDITY RIGHT 

Today’s focus on capital and liquidity brings to the fore factors that affect banks 
throughout their operations. They also have profound impact on the overall econ-
omy. Getting capital and liquidity right is important for local, State, and national 
economic growth and prosperity, because they affect both the amount of financial 
services banks can provide and the form that those services take. Economic growth 
and prosperity, by the way, are the business of banking. Banks prosper as their cus-
tomers and communities do. Banks devote a lot of time and attention to capital and 
liquidity management because of their impact on growth and prosperity. 

Since the trough of the recession, the U.S. banking industry as a whole has in-
creased equity capital by more than half a trillion dollars. By the end of 2008, the 
low point of the financial crisis, industry equity capital had receded to $1.30 trillion, 
from a high point in March of 2008 of $1.36 trillion. At the end of the first quarter 
this year, bank equity capital had reached a record $1.84 trillion. Other measures 
of bank capital are comparably elevated, whether risk-based capital measures or 
risk-blind capital measures like the leverage ratio. Bank liquidity profiles and re-
sources have been similarly augmented. 

For U.S. banks, the fundamentals of safety are strong. But are they getting so 
strong that they are jeopardizing bank soundness? By soundness, I refer to other 
CAMELS measures, such as earnings and assets. Can a bank have too much cap-
ital, and, if so, what are the consequences? Without sustained and strong earnings, 
no amount of capital and liquidity will eventually be enough. Excessive limitations 
on assets mean limiting the financial services that banks are chartered by Govern-
ment to provide. There is a balance here, and how to get that balance right is an 
important matter for policymakers and industry to consider. It is not academic. 
CAPITAL IDEAS 

We offer a few thoughts for that consideration. 
Efficiency of Capital 

After the trough of the recession, while the banking industry was building its cap-
ital by half a trillion dollars, bank assets—the banking industry’s share of the econ-
omy—remained flat for several years and then grew by $2.4 trillion. That growth 
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is good and valuable, supporting broader economic growth and millions of jobs. But 
could there have been more? The new, additional capital has been, at least in the 
short run, relatively less efficient than normal in generating economic growth. The 
ratio of new capital to new asset growth has been just shy of one-to-five, each new 
dollar of capital supporting just under five dollars of new loans, leases, and other 
bank investments. At the trough of the recession, the $1.3 trillion of bank capital 
supported $13.8 trillion of loans, leases, and other bank assets and investments; 
that is to say that one dollar of capital supported almost 9 1⁄2 dollars of loans, leases, 
and bank investments. Encouragingly, the latest results from the banking industry 
suggest asset growth related to capital moving in a direction toward historical 
norms. Is that a development for policymakers to arrest or to encourage? 
Contractionary Effects 

Increasing regulatory capital is contractionary. As we learn in the basics of money 
and banking, most of the money in a modern economy is generated by means of the 
banking system, through the process of banks taking in deposits and making loans. 
The Federal Reserve may create dollars, but depositors take those dollars and put 
them into banks. Depositors treat their deposit balances as part of the money sup-
ply. Banks lend those deposits back into the economy, which funds are used as 
money by the borrower for economic activity and which find their way back into 
banks as more deposits, again increasing the money supply, when they are lent yet 
again. It has been said that modern banking is the process of allowing the same 
dollar to be used and reused by several different people. Financing banks by depos-
its is expansionary, funding economic activity. Adequate capital supports that proc-
ess as a base of confidence and a platform from which to take a chance on 
borrowers. 

But raising capital standards is contractionary, because it takes dollars out of the 
system. Investors do not treat their capital investments as money. They do not use 
their capital investments to buy groceries, purchase furniture, go on vacation, or do 
the millions of other things for which deposited money is used. 

That is not to diminish the importance and value of capital as a foundation on 
which banks are able to build and manage their activities, including that important 
function of converting deposits into loans and yet more deposits. While adequate 
capital allows a bank to expand its activities, excessive capital requirements mean 
pulling even more money out of circulation to provide the same amount of financial 
services, more capital to do the same amount of financial work. How much capital 
is really needed, and how do we know? 
A Cacophony of Capital Measures 

As a result of the variety of new prudential regulations in recent years, we have 
multiplied the ways in which we evaluate and measure bank capital. The largest 
banks are required to monitor more than a dozen capital dials, including the Stand-
ardized Common Equity Risk-Based Ratio, the Standardized Tier 1 Risk-Based 
Ratio, the Standardized Total Risk-Based Ratio, the Advanced Approaches Common 
Equity Risk-Based Ratio, the Advanced Approaches Tier 1 Risk-Based Ratio, the 
Advanced Approaches Total Risk-Based Ratio, the Leverage Ratio, and the Supple-
mental Leverage Ratio, among others. To this are added less-well defined but more 
demanding regulatory capital expectations under annual stress tests, such as the 
Comprehensive Capital Analysis and Review (CCAR), and a number of capital buff-
ers, including the Capital Conservation Buffer and the Basel capital surcharge for 
Global Systemically Important Banks (GSIBs). 

Surely a case can be made for each measure of capital and the information it pro-
vides, or that measure would not have been created and imposed. Do we really need 
all of them, however? Do so many measures of capital each have equal supervisory 
value? If they do not, do those measures with lesser supervisory value take some 
element of attention away from those whose supervisory value is greater, perhaps 
even vital? Would we improve the effectiveness of supervision if we identified and 
focused on those measures that provide the most value to prudential supervision? 
Is now a good time to be asking these questions? 
Risk-Based and Leverage Capital 

There is a purely academic debate that pits risk-based capital measures against 
leverage capital measures. In reality, bankers and regulators use both to evaluate 
the capital condition of banks. Risk-based capital measures have been criticized for 
being overly complex, subject to manipulation, and prone to error. All of these criti-
cisms have elements of validity. Current Basel III—and other—capital measures are 
excessively complex, requiring calculations of details that exceed the supervisory 
value yielded. They do not have to be that way. Measuring capital according to risk 
can be simpler and still provide enough recognition of variation in asset quality to 
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be a valuable aid to capital management and supervision. Excessive complexity may 
facilitate manipulation, which is an argument for simplifying the risk measures, not 
eliminating them. It is easy to point to errors in the risk-based measures, most of 
which derive from excessive complexity (that presume too fine and precise the de-
gree of risk predictability) and from the static nature of the risk-based measures, 
inadequately recognizing the dynamic nature of asset risk. 

Similarly strong criticisms can be justly applied to risk-blind capital measures 
such as the leverage ratio. Both risk-based and leverage measures of capital are 
models. While acknowledging some degree of model error in risk-based capital, it 
should be understood that the leverage ratio is a model, too, one that assumes that 
all bank assets present equal risk. Whatever might be said about the likelihood of 
errors in risk-based measures, we can be certain that the simplicity of the leverage 
ratio means that it is always wrong. Unless a bank holds only one asset, its portfolio 
will contain assets with a variety of risks. The 1980s experience with the savings 
and loan industry demonstrates that this risk-blind simplicity can be manipulated 
by the unscrupulous to hide the riskiness of assets until the accumulation of risk 
becomes explosive. The risk-blind capital system that prevailed at that time allowed 
numerous institutions to run amok and contribute to the destruction of the Federal 
Savings and Loan Insurance Corporation, which had no measure of the degree of 
risk building up in the institutions whose deposits it insured. 

A more sound capital management and supervisory program makes appropriate 
use of both risk-based and leverage capital measures, an approach adopted by all 
U.S. banking regulators and mandated by statute in the wake of the S&L crisis. 
Risk-weighting of bank assets is indeed imprecise, but it is an art that has shown 
valuable progress over the years. It avoids the proven dangers of treating all risks 
the same (under which safer banks are required to hold too much capital, and un-
safe banks may be able to pass with too little). To counteract the model risks of risk- 
based capital systems, however, as well as to ensure capital for risks that are either 
unknown or unknowable, a foundation of leverage capital is merited. That is the 
structure that regulators and bankers rely upon today. It is demonstrably superior 
to reliance on either risk-based or risk-blind measures alone. Inasmuch as risks are 
dynamic, there is room for consideration of the right balance and improvements. 
LIQUIDITY POINTS 
Liquidity Is More Perishable than the Rules 

Financial instruments are liquid until they are not. There is no class of financial 
instruments that has not had liquidity issues. Fannie Mae and Freddie Mac securi-
ties were once thought so liquid that serious consideration was given to using them 
as a monetary policy substitute for U.S. Treasuries, should the latter disappear as 
a consequence of prolonged budget surpluses. The budget surpluses did not last, and 
neither did the liquidity value of Fannie and Freddie financial instruments. The 
perceived reliability and liquidity of mortgage-backed securities helped fuel the 
mortgage/housing bubble. The insolvency problems of the Greek Government have 
reminded investors that sovereign instruments can become very risky. Even U.S. 
Treasury securities are subject to significant market losses in the event of an in-
crease in interest rates, a problem made more acute by the Federal Reserve’s pro-
longed suppression of interest levels, exposing Treasury investors to pronounced 
market losses from relatively minor upward movements in rates. 

Unfortunately, the Basel-prescribed liquidity schemes implemented or proposed 
for implementation in the United States ignore the dynamic nature of liquidity. 
They are based upon static measures, financial snapshots of current liquidity condi-
tions hardened into virtually perpetual standards. Are there supervisory and man-
agement methods to evaluate liquidity more dynamically? 
HQLA, Concentration, and One-Way Liquidity 

The Basel Liquidity Coverage Ratio (LCR), and U.S. implementing regulations, 
are intended to ensure that banks maintain enough liquidity to meet their needs 
for 30 days in a stressed environment. This basic prudential liquidity purpose is one 
that the banking industry supports. Liquidity, the ability to engage in transactions 
in a timely fashion and at reasonable cost, is essential to banking. Like oil in a car 
engine, without enough the engine soon locks up and ceases to operate. 

Liquidity management, therefore, has been a perennial focus of bank management 
and regulatory supervision, part of the CAMELS evaluation for all banks, as I men-
tioned above. The LCR was promoted as an effort to standardize liquidity super-
vision for larger banks according to global rules applied locally. Kept at a level of 
focus on central principles of liquidity management, the global LCR standards could 
have been useful. Unfortunately, the Basel experts went well beyond that, into 
micromanaging liquidity supervision. Liquidity problems are all about panic, and 
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panic is a local, idiosyncratic matter. It is affected by local laws, national financial 
structures, even by local customs and attitudes. Some of these globally determined 
details do not fit realities in the United States very well, impacting the markets in 
which all of our banks operate. 

For example, under the LCR, U.S. banks are required to assume that during a 
recession or financial stress banks will suffer a significant run on deposits. Maybe 
that was the experience in Europe or other places the Basel experts call home. The 
U.S. experience has been more generally the opposite. During the recent recession, 
our banking industry saw an influx of domestic deposits, by $813 billion from imme-
diately before the start of the recession in December 2007 until its official end in 
June 2009, as bank customers looked to banks as a safe haven to place their money. 
Yet, under the LCR, U.S. banks are forced to pretend, and engage in liquidity man-
agement that assumes a fictitious major run off in business deposits. Large banks 
are encouraged by the LCR to increase their gathering of retail deposits, in competi-
tion with community banks. That is worse than wasteful, as it distorts markets and 
distracts bankers and regulators from a better focus on what are more realistic chal-
lenges to liquidity in the U.S. environment. 

That is not the worst problem. The current structure of the LCR is excessively 
pro-cyclical, likely to hasten and deepen recession. The LCR requires banks to con-
centrate holdings in a static and narrowly defined list of what are called ‘‘High 
Quality Liquid Assets’’ (HQLA). The definition is basically short-term Government 
securities, with a smattering of highly rated corporate debt (deeply discounted). 
Recently the Federal Reserve added some municipal securities to the definition of 
HQLA (also deeply discounted), a move not yet echoed by the FDIC or the Office 
of the Comptroller of the Currency. 

If during a time of stress there is not enough HQLA to meet liquidity needs, what 
will happen? Panic. The LCR makes specific minimum ratios of bank holdings of 
High Quality Liquid Assets mandatory. What appears liquid today, however, will 
likely become only one-way liquid in a recession or even the approach to recession. 
In prosperous times, short-term Treasuries are easy to buy and to sell. In times of 
stress, who will be willing to let go of their supply? Those that have a supply cannot 
be sure how much regulators will want them to hold as recession unfolds. Those 
that do not have enough will have trouble finding it. 

If they cannot get needed HQLA, they will be forced to halt any expansion of 
loans and may even need to shed business in order to keep the mandated ratio of 
their assets in line with whatever amount of HQLA that they are able to find. More-
over, as noted earlier, U.S. banks typically see an influx of deposits during times 
of stress, which deposits will be difficult for a bank to accommodate if it is unable 
to acquire the additional supporting HQLA required by compliance with the LCR 
(see further discussion, below). 

Bear in mind that, at the same time, other regulations will be driving financial 
actors to acquire and hold these same short-term Treasuries for other mandatory 
purposes. Recent money market mutual fund rules allow at-par pricing and redemp-
tions only for funds that invest in Government securities, and these same Govern-
ment securities are the primary asset recognized by regulations mandating collat-
eral for swaps transactions. 

With many sources of demand, HQLA will become scarce when financial storm 
clouds gather. That scarcity will affect economic activity, accelerating the slide to-
ward recession, and sharpening a recession once begun. Does the static definition 
of HQLA miss assets that can have important liquidity value under certain cir-
cumstances? Is it wise to fix in regulation the assumption that Government securi-
ties will always be highly liquid under all conditions? 
Where Will the Depositors Go? 

Banks like to receive deposits and put them to work. A core function of banking 
is the reception of deposits from individuals, businesses, and government entities. 
We question the wisdom of liquidity regulations (the LCR) and capital rules (par-
ticularly the leverage ratio) that discourage banks from taking in deposits and that 
make it harder for banks to put those deposits to work. 

In particular, these regulations disadvantage business deposits and deposits from 
municipal governments. The LCR assumes, opposite to U.S. experience, that signifi-
cant amounts of business deposits will move out of banks during periods of stress. 
With municipal deposits, the LCR in effect imposes a double charge. Municipal de-
posits are required by most State laws to be collateralized, however the LCR will 
require banks to apply additional HQLA if the State-approved collateral does not 
meet the LCR’s narrow definition of ‘‘highly liquid.’’ Is it appropriate regulatory pol-
icy to discourage banks from accommodating business deposits and municipal 
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deposits, particularly in times of economic trouble? Do we no longer want banks to 
perform this traditional function? 

To this are added punitive capital rules. These deposits are steered into high lev-
els of HQLA, which, if a bank can get the HQLA, provide very low returns to the 
bank. In the second of a one-two punch, the leverage capital ratio assesses to banks 
the same capital charge applied to assets with higher returns. Under given market 
conditions—such as those prevailing today—the earnings on the HQLA may barely, 
if at all, cover the bank’s costs in taking in these deposits. The market conditions 
that prevail in a recession are likely to be even worse. 

The result has already been that some banks have had to refuse deposits and/ 
or charge some businesses fees for holding large deposits. In times of financial stress 
or even a recession, the supply of deposits seeking a safe haven in banks will likely 
be elevated (contrary to the regulatory assumptions of the LCR), opportunities to 
invest those deposits will wane, while bank earnings will be under increased pres-
sure. In short, the new rules compromise the traditional practice of banks to accom-
modate deposits that they cannot readily use. Where will these depositors go? And 
what further strain will that place on economic activity? We believe that these are 
consequences, though already materializing, that neither banks nor policymakers in-
tended. We need to address these dangers sooner than later. 
NSFR: Static, Complex, and Plowing an Already Seeded Field 

Much of what has been said about the problems with the LCR also applies to Ba-
sel’s other liquidity prescription, the Net Stable Funding Ratio (NSFR), for which 
the U.S. implementing regulations were recently published for comment. The NSFR 
imposes static measures on dynamic activity, and by an order of magnitude the 
NSFR is more complex than the LCR. Moreover, the NSFR lacks a purpose. There 
is no problem that the NSFR would solve that is not amply addressed by other pru-
dential regulatory regimes already in operation. 

The NSFR requires banks to evaluate their assets according to a complex frame-
work of static risk weightings. At the same time, the rule would require banks to 
assess their funding sources by another complex set of risk weightings. Then the 
banks have to compare the two and see what they get. These asset and funding risk 
weightings, and the regulatory costs that the NSFR would impose, will guide the 
direction of banking services, rewarding banks for some assets and funding sources, 
penalizing them for others. 

Not only does that increase regulatory allocation of funding, but the risk meas-
ures are sure to become swiftly out of date. Unfortunately, like Dorian Gray, the 
NSFR relies upon an unchanging picture of liquidity while reality changes all 
around. The liquidity of any asset or liability is subject to variation. The NSFR is 
not. Based upon the Basel experts’ judgment of conditions with which they are fa-
miliar, the NSFR would harden risk weightings into regulation and impose them 
on the future, regardless of what the future may bring. 

One of the key themes in the NSFR scheme, is that the maturity of an asset 
should be more closely matched to the duration of its funding source. To the Basel 
experts, this may sound like a good idea. It misses, however, one of the important 
economic roles of banking: maturity transformation. The U.S. banking industry 
takes in trillions of dollars of very short-term funds—deposits and other short-term 
debt—which customers take comfort in knowing that they can withdraw as needed. 
Banks take those funds and lend them out for longer periods, much of them for 
years. The longer maturities of the loans make houses, cars, and educations more 
affordable for families by letting them pay over a longer period. Businesses borrow 
in terms of years to allow the acquisition of plant and equipment, the development 
of business activities and other projects, most of which take time to generate reve-
nues. 

Banks manage the risks involved in the difference between those needs. That is 
what banks do. The NSFR is hostile to that banking function. It rewards maturity 
matching, meaning that banks under the operation of the NSFR will be encouraged 
to lengthen the time that people commit their funds to banks while shortening the 
maturities of loans. 

The banking industry objects, the NSFR being neither in the interests of savers, 
borrowers, or banks. If finalized as proposed, the NSFR will mean less funding from 
depositors and fewer loans. We ask whether that is what policymakers intend. 

That is not to deny the risk in managing largely short-term liabilities funding 
longer-term assets. Banks constantly monitor their supply of deposits and other 
sources of funds, just as they do the conditions of their borrowers. Evaluating how 
banks perform these duties is one of the central jobs of bank examination. 

It has also been the focus of a number of additional regulatory programs put in 
place over the 7 years that the Basel experts have been working on the NSFR. The 
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various regulatory stress tests put bank funding sources and assets through rigor-
ously negative, and dynamic, scenarios to see how they stand up. Weaknesses are 
identified and addressed. In addition to the LCR, which assumes a severe stress, 
regulators have developed and apply a Comprehensive Liquidity Assessment and 
Review (CLAR) to the largest banks, that annually evaluates current and antici-
pated future liquidity conditions on a dynamic basis. In addition, under form FR– 
2052a the largest banks daily report their liquidity positions, with monthly report-
ing for other banks having more than $50 billion in assets. The Federal Reserve’s 
form FR–2052b is employed to monitor liquidity in banks with more than $10 billion 
in assets but less than $50 billion. 

In short, the NSFR would plow ground that has already been seeded by more ef-
fective, appropriate, and dynamic measures of short- and long-term liquidity. Can 
we apply finite supervisory and management resources and attention to more fruit-
ful prudential tasks? 
RECOMMENDATIONS 

Consistent with these principles and observations, ABA offers the following rec-
ommendations. 
Highly Capitalized Banks and Basel III 

In an overly complex way, Basel III capital rules require banks to hold adequate 
levels of high quality capital—capital with a demonstrable capacity for absorbing 
losses. As implemented by U.S. regulators, the final Basel III rules have been in 
some valuable ways tailored to bank conditions and business models. More can be 
done. 

On September 15, 2014, the American Bankers Association and State bankers as-
sociations from every State and Puerto Rico sent a letter to the banking regulators 
recommending an additional element of tailoring. This recommendation stems from 
the recognition that a number of banks, primarily community banks, already hold 
high levels of capital. Recognizing that reality, our recommendation would not re-
quire any changes to law or to substance of the Basel III regulations. It would pro-
vide relief to thousands of banks, primarily community banks that are already hold-
ing levels of capital far and above what Basel III requires. (A copy of the associa-
tions’ letter is attached to this testimony.) 

The recommendation is simple. We recommend that bank regulators recognize 
that highly capitalized banks, namely any bank that holds approximately twice the 
level of capital expected by Basel III, be presumed to be in compliance with the 
Basel III standards without having to go through the complex—and unnecessary— 
Basel calculations. If you consider Basel risk-based standards, that would be ap-
proximately 14 percent risk-based capital; or if you consider the U.S. leverage ratio, 
that would be about 10 percent. We urge that the regulators employ tools already 
used by banks to identify these highly capitalized banks, rather than create a new 
onerous process to identify banks that would get relief from another onerous proc-
ess. 

For banks with that much capital, the Basel calculations would be a fruitless ex-
ercise, invariably discovering that the bank’s capital levels were already far and 
above what the Basel rules would require. This recommendation would not have ap-
plication to banks subject to the Advanced Approaches, since that process by defini-
tion involves a more detailed level of scrutiny. 

We have had several discussions with bank regulators regarding this proposal and 
have found significant interest. We ask for timely implementation of this important 
step that would provide important burden relief while fully realizing the purpose 
of the Basel III capital regime. 
Transparency and Due Process for International Financial Standards 

The development and implementation of Basel III capital and liquidity standards 
was a painful process for all involved. It did not need to be that way. The public, 
the Congress, the broader U.S. banking industry were brought into the process too 
late, long after regulatory consensus was hardened, key concepts and formats al-
ready developed, and international deals reached. 

Moreover, U.S. regulators participated in the international discussions with need-
lessly limited knowledge as to how the Basel plans would affect U.S. institutions, 
markets, and the overall economy. By the time that implementing regulations were 
proposed, U.S. regulators considered themselves committed to the global Basel plan 
and were reluctant to make more than minor adjustments. 

We are still working our way through problems that could have been avoided if 
addressed at earlier stages in the process and had the regulators been equipped 
with more knowledge and public input. Examples would include the static and dan-
gerously narrow band of HQLA, the punitive treatment of mortgage servicing assets 
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(that resulted in the shedding of mortgage servicing from banks to nonbank parties 
whose lower-quality service has been the subject of notoriety, regulatory inquiry, 
and borrower discomfiture), penalty treatment for investors in banks organized 
under subchapter S rules (whereby investors in Subchapter S banks that are subject 
to dividend restrictions to rebuild capital, find themselves paying taxes on dividends 
never received), and harsh treatment of investments in Trust Preferred securities, 
TruPS (contrary to congressional intent that existing TruPS investments be allowed 
to wind down without further regulatory penalties). 

ABA recommends that financial regulators adopt or Congress mandate the fol-
lowing administrative practice: prior to the initiation of such international negotia-
tions on financial standards, the U.S. agencies concerned should involve the public, 
the Congress, and affected industry through the publication of an Advance Notice 
of Proposed Rulemaking (ANPR). We believe that the ANPR should address and in-
vite comment on the following items, among other pertinent matters—— 

• The issues or problems to be addressed by international standards; 
• The nature of the standards being considered for application in the United 

States or affecting U.S. citizens or businesses; 
• The various options likely to be considered; and, 
• The anticipated impact of such options on U.S. persons, businesses, and the 

economy overall. 
We believe that this requirement should apply to internationally developed finan-

cial standards in general, whether affecting banking, insurance, securities, deriva-
tives, or other financial products and services. 

This would not be an unusual procedure. Regulators often rely upon ANPRs to 
gather information prior to developing regulatory proposals. Negotiation of inter-
national trade agreements normally begins with significant public consultation and 
congressional involvement. The Basel II capital negotiations involved significant 
public consultation, improving the approach, providing greater tailoring of applica-
tion, and collectively enhancing our understanding of risk based capital measures. 
It is true that the consultations resulted in a pause in potential U.S. implementa-
tion of Basel II, but with hindsight it is fair to describe that delay as salutary, since 
the recession did not catch U.S. banks in the midst of major capital restructuring. 
The U.S. banking industry entered the recession with a strong capital position that 
supported continued lending throughout most of 2008, and which industry net cap-
ital levels were only mildly impacted in the latter half of that year. Not only would 
the public and industry be more informed and Congress more involved in major fi-
nancial policymaking with advance public notice, but the regulators themselves 
would be operating from a stronger base of information in the international discus-
sions. 
The NSFR: Already Done That 

The NSFR, discussed above, is at best an outdated proposal that has since been 
overcome by other and better regulatory structures. ABA recommends that the pro-
posed rule be withdrawn. U.S. regulators should, in fact, find that the purposes— 
if not the formalities—of the international standard have already been achieved in 
the United States by other liquidity supervisory and management regimes put in 
place while the NSFR standard was in development. 
TruPS and Basel III 

Prior to the recent recession it was believed, with regulatory concurrence, that 
trust preferred securities (TruPS) could serve as an additional and valuable source 
of capital, particularly for community banks. The recession demonstrated that while 
that might be true in the case of an individual troubled bank, TruPS had little loss- 
absorbing capacity when the entire banking sector was under strain. 

In the enactment of the Dodd-Frank Act, Congress took two major steps with re-
gard to TruPS and capital. The first was to end the future use of TruPS as capital. 
The second, to prevent unnecessary harm to the existing issuances and holdings of 
TruPS by community banks, was to hold existing TruPS harmless, letting them run 
off as they matured. The regulators tested this congressional purpose in the initial 
Volcker Rule regulation but subsequently revised their rule to carry out Congress’ 
hold-harmless intentions. Unfortunately, in the Basel III implementing regulations, 
TruPS are targeted for punitive treatment. ABA recommends that Congress’ hold- 
harmless approach to existing TruPS be applied in the Basel III regulations as well. 

Most international regulatory standards, such as those developed by the Basel 
Committee, are at least initially announced as being designed for internationally ac-
tive banks. When U.S. regulators choose to expand the reach of these global 
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standards to the entire banking industry—as they did with Basel III—the rules can 
have a disproportionate and unexpected impact on community banks. 

TruPS instruments previously qualified as regulatory capital for the issuing hold-
ing company, and are securities in which a number of banks invested in good faith. 
Some smaller institutions accessed the market for these securities by pooling their 
issuances with those of other community banks. 

Under the pre-Basel III capital regime, most pooled TruPS were assigned a cap-
ital requirement based on the credit quality of the pool, using a ratings-based ap-
proach. Under Basel III implementing regulations, however, the U.S. regulators 
treat any amount of TruPS investments above 10 percent of a bank’s common equity 
as a loss, deducted from regulatory capital regardless of actual performance. As a 
result of the Basel III treatment, many hometown banks with TRuPS in their in-
vestment portfolios are seeing their capital requirements for their TruPS invest-
ments skyrocket. 

This treatment of TruPS is inconsistent with the intent of Section 171(b)(4)(C) of 
the Dodd-Frank Act, which holds harmless existing TruPS investments. That con-
gressional intent was eventually reaffirmed by the banking regulators when they 
backed away from an initial provision of the final Volcker Rule regulation that re-
quired banks to divest their trust preferred securities holdings, forcing thousands 
of otherwise healthy community banks to consider selling these assets at fire sale 
prices. About a month later, the banking agencies issued an interim final rule pro-
viding relief to banks that had invested in TruPS, citing congressional intent to hold 
harmless existing investments in the TruPS market. The Basel III capital deduction 
operates in a contrary direction, strongly encouraging the very divestiture treatment 
of TruPS investments that was overturned in the 2014 interim final Volcker Rule. 

It is not clear why the regulators weighted Congressional intent so lightly, but 
it is clear that the Basel III treatment should be revisited if congressional intent 
is to be preserved and existing investments in TruPS indeed held harmless. 
SUMMARY 

The capital and liquidity positions of the banking industry are strong. The task 
list of prudential regulatory reform is approaching completion. Some reforms have 
been in place for several years, some are more recently in place, while a few remain 
to be finalized. Meanwhile, more and sustained economic growth are needed. The 
regulatory operations have been taking place on a living patient, whether you refer 
to the banking industry, the customers served, or the economy overall. We believe 
that the time is opportune to have a conversation involving all concerned about how 
all of this is working. What has been effective? What can be more effective? Are 
there provisions that are not working as expected or intended? We have offered sev-
eral issues that we hope will be, and need to be, part of that consideration, particu-
larly with regard to capital and liquidity. 

The rules are complex, we suggest more complex than they need to be to achieve 
their important prudential purposes, too complex for regulators and regulated alike. 
We believe that appropriate and well-considered simplification—with an eye always 
fixed on accomplishing the purposes of the prudential rules—can enhance both su-
pervision and management. Part of that simplification should include further tai-
loring of these regulations to the various business models of our very diverse 
banking industry. 

In that context, we offer four specific recommendations, in addition to the issues 
and questions that we have raised: 

1. Banks that are holding high levels of capital should be recognized as already 
meeting Basel III capital standards, without having to go through the complex 
Basel III calculations. 

2. Prior to the initiation of international negotiations on financial standards, the 
U.S. agencies concerned should involve the public, the Congress, and affected 
industry through the publication of an Advance Notice of Proposed Rulemaking 
(ANPR). 

3. U.S. regulators should withdraw the proposed rules implementing the Basel 
NSFR liquidity regime, having no purpose that is not already met by existing 
liquidity supervisory programs and tools. 

4. The treatment of TruPS under Basel capital rules should hold existing TruPS 
issuances and investments harmless, as was the intent of the Congress in the 
Dodd-Frank Act, and followed by the banking regulators with regard to imple-
mentation of the Volcker Rule. 

The American banking industry is eager to engage in the conversation that we 
have recommended. Supervision and bank management can be rendered even more 
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effective, which will be better for regulators and the regulated, and for the people 
whom we all serve. 
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September 15,2014 

1lte Honorable Janet 1.. Yellen 
Chair 
Federal Reserve Board 
Eccles Board Building 
20th and C Stree~ N.W. 
Washington, D.C. 20551 

1lte Honorable 1lJOn\aS Curry 
Comptroller of the Currency 
Office of the Comptroller of tlte Currency 
400 7th Street, SW 
Washington, D.C. 20219 

1lte Honorable Martin J. Gmenberg 
Chainuan 
Federal Deposit Insurance Corporation 
550 17tlt Street, N. W. 
Washington, DC 20429 

Re: Application of Basel Ill Capital Rules to Highly Capitalized Banks 

Dear Chair Yellen, Comptroller Curry, and Chaim1an Gutenberg: 

1lte banking industry is fimtly conunitted to e[ective capital standards thai require banks to 
have adequate levels ofhigh quality capital. We understand this to be tlte purpose of the Basel 
Ill capital standards and the impiL~nenting regulations. We embrace that purpose. 

For many banks it does not require the implementation regime oflumdreds of pages of rules to 
convert that purpose into reality. Many banks today maintain capital levels far in excess of any 
antounts that would be required even after a fulsome application of the complex evaluations, 
meJSurements. and calculations mandated under the Basel III regulations. For those banks, this 
considerable and costly work would yield no additional supervisory or safety and sotmdness 
benefits. Neither would it pro,~ de any service of any kind to :my potential bank customer. 

We propose that this wastefitl and wmecessary effort be set aside, with no diminution in tl1e 
value of the new capital standards contained in the mles. We propose that highly capitalized 
banks be allowed to continue to apply existing Basel ! standards to the measurement and 
evaluation of their JSsets, while appl)ing the new Basel Ill standards to the definition of what 
qualifies as regulatory capital. We propose that tltese highly capitalized banks be defined as 
those banks that have a conmton equity tier I risk-based capital ratio of alleast14%, measured 
by the Basel III defmition of capital and the Basel I measures of JSsets that banks have been 
applying for many years. At 14% a bank would be holding twice the capital that would be 
required under Basel Ill, even after the additional2.5% capital conservation buffer is added to 
tlte CETI risk-based capital standard. 

1ltis proposal is not intended to reduce the amount of regulalory capital banks need. It is 
designed to be a regulatory relief measure for banks that can demonstrate they have significamly 
more regulatory capital than the new Basel IU standards require. We believe that this proposal 
would reduce regulatory burden for these banks by reducing staff time, outside audit costs and 
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even examination time at these highly capitalized banks. Nor does this proposal require a 
rewriting oflhe Basel 1U regulations; it merely identifies those banks for which the asset 
measurements of those requirements are superfluous. 

When the intemational capital regime was developed in Basel, these highly capitalized banks 
were not envisioned. We propose that they not be tmnecessarily burdened as the Basel m 
standards are applied. We seek the opportnnity to explore tltis proposal with you in greater detail 
at the earliest opporttutity, as tlte demands for applying tbe full panoply of Basel Ill 
implementation structures fast approach. 

Sincerely, 

American Bankers Association 
Alabanta Bankers Association 
Alaska Bankers Association 
Arizona Brutkers Association 
Arkrutsas Bankers Association 
Califomia Brutkers Association 
Colorado Bankers Association 
Connecticut Bankers Association 
Delaware Bankers Association 
Florida Bankers Association 
Georgia Brutkers Association 
Hawaii Bankers Association 
Heartland Community Bankers Association 
Idaho Bankers Association 
Illinois Bankers Association 
Illinois League of Financial Institutions 
Indiana Bankers Association 
Iowa Bankers Association 
Kansas Brut.kers Association 
Kentucky Bankers Association 
louisiana Bankers Association 
Maine Bankers Association 
Maryland Bankers Association 
Massachusetts Bankers Association 
Michigan Bankers Association 
Minnesota Bankers Association 
Mississippi Bankers Association 
Missouri Bankers Association 

Montruta Brutkers Association 
Nebraska Bankers Association 
Nevada Ba1tkers Association 
New Hampshir~ Brutkcrs Association 
New Jersey Bankers Association 
New Mexico Bankers Association 
New York Bankers Association 
North Carolina Bankers Association 
North Dakota Brutkers Association 
Ohio Bankers League 
Oklahoma Brut.kers Association 
Oregon Bru1kers Association 
Pennsylvania Ba1tkers Association 
Puerto Rico Bankers Association 
Rhode Island Bankers Association 
South Carolina Brulkers Association 
Soutb Dakota Brutkers Association 
Tennessee Bankers Association 
Texas Bankers Association 
Utah Bankers Association 
Vennont Bankers Association 
Virginia Bankers Association 
Washington Bankers Association 
West Virginia Bankers Association 
Wisconsin Ba1tkers Associatioo 
Wyoming Bankers Association 
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.>" "'' . ,..,"(' The Cleanng House· 
At the Center of Banking Since 1853• 

Testimony of Greg Baer 
President 

Tbe Clearing House Association 

"Bank CaJlital and Liquidity Regulation Part II: 
Industry Perspectives" 

U.S. Senate Committee on 
Banking, Housing and Urban Affairs 

June 23, 2016 
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Chairman Shelby, Ranking Member Brown, and members of the 
Committee, my name is Greg Baer and I am the President ofThe Clearing House 
Association and General Counsel ofThe Clearing House Payments Company. 
Established in 1853, The Clearing House is the oldest ban king association and 
payments company in the United States. The Clearing House Association is a 
nonpartisan advocacy organization dedicated to contributing quality research, 
analysis and data to the public policy debate. 

The Clearing House is ow11ed by 24 banks which provide commercial 
banking services on a regional or national basis, and in some cases are also active 
participants in global capital markets as broker-dealers and custodians. Our 
0\\1ters fund more than 40 percent of the nation's business loans held by banks, 
which includes almost S200 billion in small business loans, and more than 75 
percent ofloans to households. Reflecting the composition of our membership, 
throughout my testimony, I will focus on the elfects of regulation primarily on 
U.S. globall y systemically important banks, U.S. regional banks of all sizes, and 
the U.S. operations of foreign banking organizations with a major U.S. presence. 

One might assume that eight years atler the financial crisis would be a good 
time to assess the consequences of the established post-crisis regulatory 
framework. As I will discuss, however, the pace of regulatory change is not 
slowing, and there are pending or planned proposals - most never envisioned by 
the Dodd-Frank Act - that would fundamentally redouble or rework what has 
already been done. Thus, my testimony will have three parts: 

First, a description of the core post-crisis refonns that clearly have made 
commercial banks more resilient and resolvable, yielding benefits that arc worth 
their economic costs. These benefits are sizeable and quantifiable. 

Second, a description of pending or recently enacted reforms that impose 
meaningful impediments to economic growth and access to credit by consumers 
and smaller companies, but provide few if any marginal benefits beyond what has 
already been achieved by the core reforms. In some cases these regulations are 
flawed conceptually or operationall y; in others, their marginal benefit is small 
because they are duplicative (or triplicative) of other n•les. And in many cases, a 
refonn that might be reasonable for some has been applied on a one-size-fits-all 
basis to banks whose activities pose few if any relevant risks. 

Third, a broader look at some of the cumulative effects of post-crisis 
regulation, both core and non-core. Chief among these are (i) a migration of risk­
taking and traditional banking activities to less regulated and potentially less 
resilient financial market participants, (ii) a decrease in credit availability for small 

2 
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businesses and lower-income individuals, and (iii) fundamental and unpredictable 
shifts in the stmcture of capital markets that are rendering them less conducive to 
meeting the funding needs of the economy. 

I. Core Post-Crisis Banking Reforms 

Core post-crisis banking refom1s generally seek to achieve two goals: 
resiliency and resolvability. The fonner significantly reduces the chance of bank 
failure through heightened capital, liquidity and other resiliency measures; the 
latter establishes a legal and operational framework that ensures that any bank can 
fail without systemic impact or taxpayer assistance. Each of these is described in 
detail below. 

a. Improvements to Resiliency through Enhanced Capital and Liquidity 

One of the key lessons of the financial crisis is the critical importance of 
maintaining sufficient capital and liquidity levels to ensure that banks can absorb 
outsize losses and heightened liquidity demands that typicall y accompany periods 
of financial stress. Responding to that key lesson, banks have significantly 
increased the amounts of high-quality capital and liquid assets they hold on their 
balance sheets, and regulators have enacted a range of refonns that require that 
this dramatic increase in the resiliency of banks remain in place. 

i. Current Capital Levels 

The numbers speak for themselves. The aggregate tier I common equity 
ratio ofTCH's 24 owner banks rose from4.6 percent at the end of2008 to 
12.1 percent at the end oflast year. In dollar tem1s, tier I common equity nearly 
tripled from about $326 billion to $956 billion over the past seven years. 

As a benchmark for just how resilient large banks' capital positions have 
come post-crisis, consider the results of the Federal Reserve's stress test exercise 
(the "Comprehensive Capital Analysis and Review," or CCAR), which attempts to 
measure the ability of banks to withstand a severe economic downturn. For the 
2016 exercise, banks must demonstrate how they would perform under a sudden 
and severe recession and coincident market crisis that features the following: 

) A sudden jump in the unemployment rate of 4 percentage points (from 5 
percent to 9 percent) during the first 4 quarters of the scenario, which is 
nearly twice as severe as the increase that occurred during the 2007-
2009 financ.ial crisis (when unemployment increased only 2 percentage 
points over the first year); 

) A sudden decrease in GOP of more than 6 percentage points; 

3 
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)> An abmpt rise in the BBB corporate bond spread; 
)> A 50 percent drop in the equity market over four quarters, an 11,000 

point loss on the Dow; 
)> For banks with substantial trading and processing operations, the abmpt 

failure of their largest counterparty; and 
)> The emergence of negative short-term interest rates.1 

After this stress, large banks must meet a series of capital requirements, 
including a 4.5 percent common equity tier I ratio2 And they must do so 
assuming they do nothing to shrink their balance sheets, reduce thei r dividend, or 
postpone planned share repurchases - almost certainly deeply counterfactual 
assumptions. Thus, a large bank that passes the CCAR exercise not only has 
sufficient capital to avoid failure under historically unprecedented conditions - it 
must have enough capital to emerge from such an event resilient and doing 
business as usual. 

ii. Core Capital Regulations 

The level of capital that now exists in the U.S. banking system is not 
merely a transitory trend; a series of regulatory requirements either has driven 
these changes or prevents their reversal. 

Increases in the quality and quantity of required capital. The financial 
crisis taught us that common equity should be the predominant component of tier 
I capital, as it is most effective at absorbing losses. Accordingly, the Basel Ill 
capital standards and U.S. implementing rules establish common equity as the 
predominant component of capital. 

Emphasis on stressed rather than static measures of capital adequacy. 
Capital regulation now emphasizes stress testing to measure banks' capital 
adequacy. The first stress test deployed by the Federal Reserve was its 
Supervisory Capital Assessment Program (SCAP) exercise in 2009, which played 
a cmcial role in ending the financial crisis. SCAP was subsequently codified in 
the fonn of the Dodd-Frank Act Stress Tests (DFAST) and the CCAR process 

See Board ofGQveroorsoflhe Federal Rcserve System, 2016 Supm;SI)ry Scenarios for Ann1141 
Stnss Tests Required rmder the Dodd-Frank Act Stnss Testing Rules and the Capital Plan Rule 
(Jan 28, 2()J6), Ol'ailablt at 
/www.federlllrcserve.gov/newsevenlsipreSSibcregibcreg20160128alpdf 

The quantitative =mentof a bank's capital plan also requires a tier I risk·OOsed capital ratio 
above 6 percent, a total risk-based capital ratio above 8 percent and a tier I leverage mtio abo1·e 4 
percent 

4 
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described above. As noted below, we have serious concems about how CCAR is 
applied in practice, but believe that it is a core refonn, as stress testing is an 
important and necessary tool for assessing the health of the banking system. In 
particular, stress testing represents a key improvement in supervisory practices 
because it incorporates afonvard looking, dynamic assessment of capital 
adequacy, and is Jess reliant on static measures and recent historical pcrfomtance. 

Extension of bank capital requirements to major broker-dealers. Prior to 
the financial crisis, non-bank broker-dealers were subject to considerably less 
stringent capital regulation than banks. Through the course of the crisis, all large 
non-bank broker-dealers either (i) failed (e.g., Lehman Brothers), (ii) were 
acquired by bank holding companies (e.g., Merrill Lynch and Bear Steams), or 
(iii) converted to bank holding company stants (e.g., Goldman Sachs and Morgan 
Stanley), such that all remaining large broker-dealers are now subject to bank 
holding company capital regulation. And given current regulation, it is difllcult to 
imagine the emergence of a non-bank-affiliated broker-dealer of significant size. 

Additional capital requirements. Improving the quality of bank capital and 
extending the reach of capital requirements may have been sufficient to forestall 
the last crisis, even at then-current capital requirements, but requirements have 
increased significantly as the denominator for capital ratios has been significantly 
expanded and the required ratios considerably increased. For example, Basel 2.5 
more than don bled capital requirements for capital markets assets, and Basel Ill 
requires large banks to maintain a minimum risk-based common equity tier l ratio 
of 4.5 percent, as well as a "capital conservation butTer'' of an additional2.5 
percent and for some banks a 0-SIB surcharge which can range from I to 4.5 
percent.3 

iii. Core Liquidity Regulations 

Large banks arc now also dramatically more liquid, and thus substantially 
less likely to fall victim to a run by depositors or other short-term creditors. A 
recent FSOC financial stability report shows that the largest banks (which it 
defined as those ''1th assets of $700 billion or more) now hold about 30 percent of 
their balance sheet in the form ofliquid assets, nearly double the share they held 
pre-crisis• This outcome has been driven by another of the core post-crisis 
refonns: the liquidity coverage ratio (LCR). 

See 18 Fed. Reg. 62018(0ct II , 2013)(fmal rule). 

Set Financial Stability Oversight Cooncit, 2015 Annual Report, at 61 (2015). 
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The LCR requires banks to hold high-quality liquid assets (HQLA) 
sufficient to meet their potential peak funding needs over a 30-day period of 
severe idiosyncratic and market stress. 5 HQLA include cash reserves held at 
Federal Reserve Banks, U.S. Treasury securities, and a small set of other assets 
that can be sold for value even under extreme stress. In addition to the specific 
requirements of the LCR, the Federal Reserve also now requires banks to conduct 
monthly stress tests of their liquidity at ovemight, 30-day, 90-day, and one-year 
horizons, at a minimum.6 

A critical component of the LCR is how the stress scenario is calibrated, 
including the pace at which banks lose funding or are able to liquidate assets. As a 
procedural matter, commendably, the LCR stress scenario was explicitly designed 
to resemble conditions during the worst of the recent financial crisis, based on 
extensive empirical analysis, and subjected to public comment. Although we have 
concems with a few specific aspects of the final LCR framework, as described 
below, we strongly support the general thrust of the LCR, as it will help to ensure 
that banks \\~th complex funding strategies remain resilient in the face of future 
liquidity stresses. 

b. Resolvability: A Successful Legal & Operational Framework to 
Resol1•e Large Banks without Taxpayer Support 

Title I and Title II of the Dodd-Frank Act are core refonns that ensure that 
any banking organization can be resolved in a way that requires no taxpayer 
assistance and does not destabilize the broader financial system. For U.S. global 
systemically important bank holding companies (G-S!Bs) engaged in substantial 
non-banking activities, this required a new framework, described below. For more 
traditional commercial banks that hold substantially all of their assets with an 
insured depository institution, the crisis showed that the FDIC possessed the 
necessary authority and expertise to resolve them, and major changes were not 
required. 

See 19 Fed. Reg. 61440 (OCI IO, 2014)(fmal rule). 

Set 79Fed. Reg. 17240(March27, 2014)(fmal rule); 12 C.F.R § 252.35. 
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The Legal Framework: Titles I & II and Single-Point-Enlly 
Resolution 

The Dodd-Frank Act established a legal framework for the resolu tion of a 
large bauking organization, which the Federal Reserve and FDIC have 
implemented in a thoughtful way. For most U.S. G-SIBs, this progress includes 
the single-point-of-entry (SPOE) resolution strategy. Under the SPOE strategy, all 
of the losses across a U.S. G-SIB would be absorbed by shareholders and creditors 
of its parent holding company, which would fail and be put into a Chapter II 
bankruptcy or an FDIC receivership under Title II of Dodd-Frank. 

The two principal benefits of this strategy are (i) making it legally and 
operationally feasible to impose losses on holding company debt holders, thereby 
vastly expanding the loss absorbency of the rele1•ant banks, and (ii) allo11~ng the 
material operating subsidiaries to remain open and operating, thereby minimizing 
the systemic consequences of a large banking organization failure. 

ii. The Operational Framework: Resolution Stays on Financial 
Contracts and TLAC 

Two significant developments have greatly enhanced the credibility of 
SPOE as a resolution strategy. 

Resolution Stays on Financial Contracts. One potential shortcoming of the 
SPOE strategy was identified by regulators and market participants: if the parent 
holding company enters into a bankruptcy or resolution proceeding, then the 
counterparties of the holding company's subsidiaries might exercise "cross-default" 
rights and terminate their derivatives and similar financial contracts with the 
subsidiaries, and then seize and liquidate the collateral (even though the 
subsidiaries remain open, solvent and performing on their contractual obligations). 
This would drain liquidity from the group in resolution, and the sale of the 
collateral into the market at a time of stress could have systemic consequences, as 
it did in the fmancial crisis. 

To prevent this outcome, eacb U.S. G-SIB has voluntarily adhered to the 
ISDA 20 15 Universal Resolution Stay Protocol,7 which provides for the explicit 
recognition of resolution stays on cross-default rights in financial contracts 
between and among the world's largest dealer banks. In order to extend this 

International Swaps and Derivatil"es Association('1SDA "'),Adhering Parties: ISDA 2015 
Uni1·ersal Rtse~lution Slay Protocol Qas~ updated lW>!. 17, 2016), available or 
httns:tlwww2.isda.@func!ionat.artaslpr01oeol.management/pr01ooolf22 
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systemic protection beyond dealer bank transactions, the Federal Reserve recently 
proposed a rule that wou ld generall y require G·SIBs to include resolution stays in 
financial contracts with all of their counterparties. The Clearing House strongly 
supports this proposal, as the inclusion of resolution stays inlinancial contracts 
''~II make it easier to implement an SPOE resolution. 

Total Loss Absorbing Capacity. In order for SPOE to be effective, a linn 
must maintain sufficient loss absorbing capacity that can be bailed in to 
recapitalize the firm even after a massive loss, and that bail-inmust be 
operationally feasible. The fomter is achieved by holding at the holding company 
level substantial liabilities that cannot run in stress (basically, equity and long-term 
debt). 

According! y, the Federal Reserve has proposed a "total loss absorbing 
capacity" (TLAC) rule that would require U.S. G-S!Bs to maintain minimum total 
loss absorbing capacity equal to 21.5 percent to 23 percent of its risk-weighted 
assets, and 9.5 percent of its total assets.8 The eight U.S. G-S!Bs alone will be 
expected to maintain, on an aggregate basis, more than$ 1. 5 trillion in total loss 
absorbing capacity. The scale of this reform has not been widely appreciated. 

Operational feasibility is achieved by min imizing the types of other holding 
company creditors, thereby avoiding disputes among creditor classes in 
bankruptcy. The Federal Reserve's proposed rule would limit the amount of 
short-term debt or other liabilities at the holding company, and make clear that 
operating liabilities of subsidiaries are senior to the bail-inffLAC equity and debt 
at the holding company. Thus, a U.S. G-SIB's losses can be imposed entirely on 
the private sector \\~thout inducing the holders of the group's short·temt debt or 
financial contracts to nm, or the holders of its other operating liabilities to cut off 
critical services 

Clear Evidence of Success 

Investors and markets appear convinced that equity and long·tenn debt 
holders are fully at risk in the event of failure, and that government assistance will 
not be required, or available, to resolve a large banking organization. Put another 
way, they appear convinced that large banks are no longer "too big to fail." The 
spreads that debt markets charge large banks have risen dramaticaHy from pre· 

I also nole that while we strongly support the TLAC requirement in prirv;iple, we do have several 
key ooncems with the specif.e way in which the Federal Reserve has proposed to implement 
TLAC in the United States. Su Letter from The Clearing House et al. to the Boord of Governors 
of the Federal Reserve System (Feb. 19, 2016), 0\'ai/ableat 
""'w. theclearinghouse.O!gfissueslarticlesl20 1610'1/2016(1219-tch-comments-on-fed-s-tlac­
proposal. 
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crisis levels. A Government Accountability Office (GAO) study released in July 
2014 stated, "[o]ur analysis provides onl y limited evidence that large bank holding 
companies had lower funding costs since the crisis and instead provides some 
evidence that the opposite may have been true at the levels of credit risk that 
prevailed in those years."9 The GAO found that any premium in the interest rates 
(that is, lower rates) that banks pay to borrow in the bond market had been 
significantly reduced, eliminated, or even reversed. Indeed, in half of the 42 
models they employed, larger banks actually pay more to borrow than mid-sized 
banks issuing publicly traded debt. 

Similarly, the ratings agencies now rate debt in accordance "~th the market 
reality reported by the GAO. At the time of the 2014 study, two of the three large 
rating agencies had already eliminated any "upli ft" in ratings of bank holding 
company debt because of anticipated future government support. Since then, the 
third rating agency has also dropped any uplift for bank holding company debt 

In this context, it is also worth noting that post-crisis, large bank assets 
have shrunk as a share of the total economy, and remained stable as a share of 
total bank assets. This is not necessarily good news - if this trend was making 
them less diversified and therefore more risky, it would not be cause for 
celebration. But because bank absolute size does appear to be a concem to some, 
we note the trend. 

As reflected in the foiiO\\~ng chart, starting \\~th the simplest measure ­
total assets - the data show that assets at the largest banks grew during the recent 
crisis (almost exclusively because of"rescue" acquisitions in2007-08) but post­
crisis are shrinking relative to assets at smaller banks, and the economy as a whole 
(as represented by GOP). 

Government Aocountabitity Office, Large Bank Holding Companies: ExpeciOtiCtJS of 
Gowmment Supporr {GA0-14-621) (July 2014) at 46. Acadtmic research on post-cr~i.s 
conditions is consistent with the GAO's findings. ~laved Ahmed, Christopher Anderson, 
Rebocca Zarutskie, Are the Borrll"ing Costs of Large Fmoncial Fi171lS Unusual? (March I 2, 
20t 5), available at hup:/lwww.fcdcrn~oscrve.oov/ooonresdatalfeds/201 51filesl201 5024oop.pdf 
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U.S. Banking System: Asset Concentration 
56 -- 58 

~ Q 
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Even this presentation, however, significantly overstates the absolute and 
relative size oflarge banks post·crisis. As noted above, in the wake of the crisis, 
liquidity regulations required the largest banks (and only the largest banks) to 
increase dramatically their holdings of cash and cash equivalents. These assets 
can be readily sold in the event of a mn, and their addition to the balance sheet 
makes the largest banks safer and sounder (and less profitable), not more risky. 
Deduct these assets, and one gets the risk assets held by the banks. Those assets 
are 10 percentage points smaller post-crisis. 

U.S. Banking System: Asset Concentration 
Net of Cash and US Gov. Debt 
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Yw 
- SI'¥t<' fOUI8¥~16rcMWNttof CMardUSGN Dtbt bt lopSStKs(ltltlo»s~ 
--- ·~l!Od lOll )~.A$1tiS Nt:dU$.\ ¥1<!1h\IO'/, O«<IIONOinNIU.).(JI.W(K~AliS:! 

10 

- 51 

!0 



54 

VerDate Nov 24 2008 15:38 May 25, 2017 Jkt 046629 PO 00000 Frm 00058 Fmt 6633 Sfmt 6621 S:\DOCS\21604.TXT JASON 21
60

40
13

.e
ps

Consider also how much ri sk the large banks are taking. Data here are 
harder to find in a way that can be aggregated, but the largest banks report their 
value-at-risk (VaR) as a common measure of how much they could lose in a day, 
''~th a stated confidence level. While an incomplete measure, it does allow for an 
apples-to-apples comparison over time. For the live largest reporting banks, their 
reported VaR for trading assets has declined on average by 63 percent since 2009. 

II. Regulatory Measures that Yield Benefits Less than their Economic Costs 

For the core reforms described above, it is reasonably clear that their 
benefits exceed their costs. But it is also clear that other current and pending 
regulations - or particular aspects or applications of those regulations - do not 
meet that test. Furthermore, in many eases, those costs are poorly understood and 
little measured. 

Three keys to perfom1ing a regulatory cost-benefit analysis are as follows: 

First, each regulation contains mandates and incentives that, while implicit 
rather than explicit, are nonetheless clear. Bank regulation necessarily favors 
some acti vities over others; thus, when regulatory requirements are calibrated at 
high levels, they create strong incentives for banks to no longer allocate their 
balance sheets according to actual economic risk but rather according to regulatory 
requirements. There is a common misperception that banks faced with a higher 
capital requirement can react in only three ways: accepting a lower retum on 
equity, shrinkiug assets across the board, or increasiug prices across the board. 
Under this view, regulation is agnostic or content neutral. In fact, large banks 
identify the busiuess lines that are causiug the higher capital (or li quidity) charge 
relative to actual economic risk, and then face a difficult decision of how much of 
that cost to require the business lines to eam back. As discussed in the third part 
of my testimony, we see dramatic evidence of this phenomenon in global capital 
markets businesses, where numerous large banks have either exited businesses 
enti rely or dramatically reduced the amount of capital they are willing to commit 
to supporting market liquidity. Conversely, we have seen a strong trend globally 
for large banks to enter or expand private wealth management: this activity does 
not require significant capital or liquidity, and thus is a business smiled upon by 
the post-crisis regulatory regime. 

Second, in assessing the benefit of a given n1le agaiust its cost, it is not 
sufficient to identify its standalone benefit. What is relevant is its marginal 
benefit - that is, what benefit it adds to the oore refonns and others already 
enacted. For a rational cost-benefit analysis, it is not enough to simply say that a 
rule has the benefit of reducing the chances of a financial crisis like the last one: 

ll 
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the question is what that marginal benefit is, given the presence of other rules, and 
how it compares to the nile's cost (including that it might increase the chances of a 
financial crisis that is unlike the last one). 

Third, in assessing benefits and costs, careful attention must be paid to 
whom/he mle applies. This is because, in many cases, regulators have applied a 
particular reform to a wide range of banks on a nearly uniform basis. Such an 
approach to regulation, and to macroprudential regulation in particular, is 
inappropriate and inherently fails to account for the wide variety of business 
models and practices that exist among individual institutions. The application of 
prudential standards should not simply be a function of an organization 's asset 
size, but should instead be based on the types of risk being run by the 
organization, driven largely by the types of activities it engages in. 

Unfortunately, it is often exactly this untailorcd, size-based approach that 
has been taken in practice--much of the post-crisis prudential framework, 
including the Basel III capital and liquidity framework and the enhanced 
pn1dential standards established under Title I of Dodd-Frank, is not appropriately 
tailored to the diversity of banking organizations and business models that exist in 
the United States. 

Below are some examples of recent regulations that raise these three sorts 
of questions. 

a. Existing Capital Rules & Mandates 

i. Supplemental Leverage Ratio 

A leverage ratio measures the capital adequacy of a bank by dividing its 
capital by its total assets. Although the leverage ratio is seen as an altemative to 
risk-based measures of capital, the leverage ratio is in fact a risk-based measure of 
capital, albeit a bad one. It assesses the risk of each asset to be exactly the same ­
akin to setting the same speed limit for every road in the world. The risk of a 
Treasury security is assessed as the same as the risk of a loan to a startup with 
uncertain cash llows. The risk of holding a market-making portfolio ofliquid, 
highly rated bonds is equated to the risk of holding a portfolio of illiquid loans to 
untested companies. 

The inaccuracy of the leverage ratio - and the resulting misallocation of 
capital - has increased dramatically in recent years as a result of other regulatory 
mandates. As earlier noted, liquidity rules now require large banks to hold 
approximately 30 percent of their balance sheets in HQLA - predominantly cash, 
Treasury securities and other govem ment securities. Large banks now hold 

12 
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approximately three times as much of these assets as they did pre-crisis. Those 
assets rightly receive a zero or low risk weigltt in risk-based capital measures, but 
the leverage ratio completely ignores their actual risk - and creates a powerful 
disincentive to hold low risk assets beyond those required by regulation. 

More practica.lly, consider the combined effects of regulation on the 
decision to make a small business loan. That loan must be funded, and unless it is 
funded \\~!It retail or other very "sticky" deposits, the LCR requires the bank to 
hold HQLA (cash or cash equivalents) against that funding. While this treatment 
is appropriate, the leverage ratio then requires the bank to hold six percent capital 
against the HQLA which is not appropriate.10 This increases the cost of making 
the loan - and unnecessarily so. 

As another example, suppose an endowment \\~shes to make a deposit at a 
bank: that deposit is considered a run risk by the LCR, and so it requires HQLA; 
the LCR effectively imposes a six percent capital charge on the cash by requiring 
capital to be held against the HQLA.11 

The impact of the U.S. leverage ratio is more pronounced on bank holding 
companies' capital markets activities, which are not funded by insured deposits. 
U.S. capital markets are the deepest, most liquid, and most eflicient in the world, 
allowing U.S. companies as well as the government to finance growth and borrow 
more cheaply. At the heart of those markets are broker-dealers, which facilitate 
the issuance and trading of securities, and provide funding to other financial 
institutions. The broker-dealer business model involves holding well-hedged 
temporary inventories in low risk assets, as well as standing between borrowers 
and lenders in oiTsetting and well-collateralized repo transactions. Both activities 
earn only narrow margins; promote the liquidity and efficiency of financial 
markets; and en tail little or no risk. However, both are balance-sheet sensitive; 
that is, they create assets on the books of broker-dealers -- assets that banks now 
have to fund in material part \~th expensive equity because of the supplementary 
leverage ratio requirement. Because of the thin margins earned in financ.ial 
intemtediation, the added cost from the supplementary leverage ratio requirement 
has a substantial impact on the amount of the activity. 

10 

II 

Olher large U.S. banks must hold a smaller (but by no means any more reasonable) 3 percent 
leverage eapi!Al against that same collateraL 
As discussed later, the disincentil'es do not end there: this transaclion is considered short-term 
wholesale funding under the G.Sffi surcharge calculation; also, while only a small part of the 
deposit is uninsured, the bank must pay deposit insutance premiums on the enlire amount. 

13 
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Another issue that has received recent notice is how the leverage ratio is 
working in opposition to the regulatory push for central clearing of derivatives. 
The leverage ratio requires banks to hold capital against client margin collected 
and held in a segregated aecount that unquestionably reduces the exposure of the 
bank, which ignores the fact that such margin not increases a bank's risk. As a 
result, it effectively requires banks to hold un-economic amounts of capital when 
they trade with a client and then clear the trade. Because of this, at least three 
major dealers have exited the business. Accordingly, CFTC Chairman Massad has 
called for the U.S.leverage ratio to be amended to take account of segregated 
margin. 

All that said, there is a case to be made for a leverage ratio at a certain 
calibration. As we saw during the crisis, there ''~II be times when banks (and other 
actors) seriously misjudge the risk of an asset class, and therefore undercapitalize 
it. Furthenuore, if that asset class is illiquid and opaque to the markets (e.g. , 
mortgages or mortgage-backed securities), then market confidence in risk­
weighted measures \~II fall, and markets may resort to a leverage measure 
themselves. 

Thus, there is reason to establish a minimum leverage ratio below which a 
bank cannot fa ll as a failsafe measure in the event of a '~desprcad fa ilure to 
measure risk. However, this ratio should be set as a backstop, and not at a level 
that drives daily misallocation of capital in the economy, as any measure that 
ignores risk is bound to do if made a binding constraint. Here, the Basel 
Commit1ee appears to have struck a fair balance by adopting a minimum leverage 
requirement of three percent. For U.S. G-SIBs, however, the U.S. banking 
agencies have set the ratio at six percent for banks and five percent for their non­
bank affiliates. Thus, these banks arc currently required to hold $53 billion in 
capital against cash reserve balances deposited at the Federal Reserve, and an 
additional $15 billion against Treasury securities. These are assets whose value 
banks arc at no risk of misjudging; the capital allocated to them could be far better 
deployed to lending or supporting market liquidity. 

ii. The Collins Amendme/11 

The Collins Amendment to the Dodd-Frank Act mandates that the 
minimum capital requirements and risk-weightings for any particular bank, 
including large banks, be the same as those that apply to all banks generally, and 
prohibits the banking agencies from lowering these requirements. The intent of 
Congress in enacting the Coll ins Amendment was clear: to establish a simple 
measure of competitive parity. 

14 
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In implementing the Collins Amendment, however, the U.S. agencies have 
defeated the goal of competitive equity by requiring large banks not just to meet 
the minimum capital ratios applicable to small banks, but to meet those ratios plus 
the many buffers of additional capital that larger banks must hold under Basel III: 
a capital conservation buffer; a countercyclical capital butTer; and a G-SIB capital 
surcharge. This was not a step envisioned by the Dodd-Frank Act, and indeed was 
not even proposed initially by the agencies. Nor was it undertaken with any 
meaningful cost-benefit analysis. But its implications are significant. It means 
that the less risk-sensitive standardized framework for risk-based capital is not 
merely a pmdential backstop, but instead can be the binding measure of risk-based 
capital. This in tnrn penalizes certain assets for which the standardized approach 
and its risk weights are over-conservative and punitive, including both retail and 
personal lending to individuals and wholesale lending to businesses. By doing so, 
the agencies' implementation of the Collins Amendment unnecessarily 
exacerbates and amplifies the adverse effects of both higher capital requirements 
and the risk-insensitivity of the standardized approaches. 

iii. G-SIB Surcharge 

The capital surcharge for G-SlBs is designed to reduce the likelihood of 
failure such that the expected loss of a G-SIB's failure is approximately equal to 
that of a large, but non-systemically important bank holding company. While the 
methodology used to estimate the G-SIB capital surcharge is reasonable in 
principle, we have recently released a research paper that identi fies major 
shortcomings in its calibration.12 For example: 

ll 

The Federal Reserve's white paper includes the largest 50 banks each 
quarter. .. , a sample size that extends to banks that are so small that their 
experience may not be relevant. For example, at the end of the sample 
period, the set of 50 banks whose eamings were used to calculate the G-SIB 
su rcharge had assets as low as S24 billion. However, in a 2014 response to 
a GAO study, the Federal Reserve expressed the view that it is 
inappropriate to compare such small banks toG-SIBs. Specifically, the 
Fedeml Reserve noted, that "a bank holding company with $10 billion in 
assets is too small to make a meaningful comparison to a bank holding 
company with S 1 trillion in assets ... A bank holding company of$50 billion 
in assets would provide a more relevant comparison .. . " 
For example, the now defunct First City Bancorporation ofTexas, one of 
the ten smallest banks in the sample at $11.2 billion in assets, fa iled in the 

Su The Clearing Hoose, o-..n;ew a11d Assessment of the Methadology Us.d lo Calibrate the U.S. 
GS/8 Capital Surcharge (May 2016). 
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late 1980s because of its concentrated exposure to energy and agriculnmtl 
markets. It was also geographically highly concentrated, \\~th 59 of its 60 
subsidiaries located in Texas. . .. (l]nclusion of this bank in the sample 
accounts for 36 basis points of the G-SIB surcharge lor an average G-SIB.13 

As noted, the Federal Reserve has stated that the G-SIB surcharge is "designed to 
reduce a G-SIB's probability of default such that a G-SIB's expected systemic 
impact is approximately equal to that of a large, non-systemic bank holding 
company." Thus, by definition, regulatory changes that reduce the systemic 
impact of a G-SIB' s failure should reduce its G-SIB surcharge, but they do not. A 
company that holds sufticient TLAC to effectuate a SPOE strategy, agrees to the 
ISOA protocol, and increases its margin against uncleared swaps and security­
based swaps - all measures that regulators have justifiably stated have materially 
decreased systemic risk - would incur the same G-SIB surcharge as one that did 
not. 

Furthermore, the overstatement of the G-SIB surcharge also contains an 
implicit mandate: reduce the activities that add to the score, namely, capital 
markets activities. This mandate derives from the five factors that determine a G­
SIB's surcharge under the binding U.S. standard: 

" 
" 

) The complexity factor includes almost exclusively securities and 
derivatives assets held in market making; 

) The inter-connectedness factor includes almost exclusively dealer-to­
dealer trading assets held in order to hedge customer positions held in 
market making; 

) The cross-jurisdiction factor includes almost exclusively cross-border 
dealer-to-dealer trading of the type captured by the interconnectedness 
factor; 

) The short-term wholesale funding factor includes almost exclusively the 
funding of securities positions; and 

) The size factor is not so exclusively focused on securities activities, but 
for the largest banks those assets constintte a large percentage of their 
total assets. 

Jd at I I. 

Risk-Based Capital Guideline~ Implementation of Capital Requirements for GloOOI Systemically 
lm(lOilallt Bank Holdil1g Coolpanie~ l'ropooed Rule, Federal Reserve S)'$tem, 79 Fed. Reg, 
75413, 7547S{Dcc. 18, 2014). 
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Thus, the only effective way for a fimt to reduce its G-SIB surcharge is to reduce 
its market making and other activities that provide market liquidity and generally 
support capital markets. 

iv. CCAR 

The U.S. stress test is another important building block of the post-crisis 
banking regulations, and as noted above, we are in principle supportive of rigorous 
stress tests as a tool to assess the capital adequacy of large banks. At the same 
time, however, we have gr0111ng concems about the Federal Reserve's CCAR 
exercise in practice, and in particular 1\1th the opacity \\1th which the Federal 
Reserve designs its stress scenarios and then translates those scenarios into post­
stress capital ratios. 

The stakes here arc significant. CCAR is becoming a binding constraint for 
most large banks, and thus has economic impacts. For example, by more severely 
stressing unemployment rate changes, the 2016 stress scenarios implicitly 
discourage small business lending and household lending, as these are the types of 
loans \\1tose loss rates are most sensitive to increases in unemployment. Raising 
the exit post-stress minimum requirements would add to the discouragement. 

One can think of CCAR as having three main components: (i) the stress 
scenario pro1•ided each year; (ii) the process by which the Federal Reserve decides 
how much each bank 1\1ll lose, and thus how much capital it will have remaining, 
after undergoing that stress; and (iii) the minimum remaining amount of capital a 
bank must have left over after that stress. 

First, while the Federal Reserve's 01111 self-imposed standard states that the 
severely adverse scenario should consist of"a set of economic and financial 
conditions that reflect the conditions of post-war U.S. recessions,"15 the 2016 
stress scenarios assume a macroeconomic shock that is considerably more severe 
than the 2007-2009 financial crisis. In particular, the increase in the 
unemployment rate in the 2016 scenario is substantially more sudden than what 
was experienced during the 2007-2009 crisis, which is li kely to cause credit losses 
to accumulate rapidly and in greater amounts over the stress period. 

Second, in contrast to other jurisdictions, the Federal Reserve uses its own 
intemal model(s) to estimate stressed credit losses and net revenues and provides 
virtually no detail regarding the specifications of these models. 

" Set 12 C.F.R. prut 252, Appendcx A 4. 
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Third, banks are required to hold substantial amounts of capital post-crisis, 
and the Federal Reserve has said that it is considering even higher levels for some 
banks. These levels appear to presume an obligation for banks not only to remain 
safe and sound - and thereby survive a financial crisis - but to continue lending at 
a nonnal rate in the face of a crisis. 16 There is no basis in statute or history for 
such an obligation. Leaving that point aside, the CCAR post-stress capital levels 
are designed to rellect the capital that banks would need to operate and raise 
funding, but one would think that if a cataclysmic crisis of the type described in 
CCAR were to occur, large banks would have no trouble attracting deposits and 
other sources of f1111ding, as it seems likely that under such circumstances, 
numerous small banks would fail, non-bank lenders would see their funding dry 
up and cease lending, and capital markets would be dismpted. It seems quite 
likely that G-SIBs "~th 4.5 percent common equity tier l 11~11 be a highly 
attractive credit in such a market. Thus, before raising post-crisis minimum 
requirements for large banks, we would encourage the Federal Reserve to analyze 
the impacts of a CCAR scenario on other market participants, bank and non-bank; 
analyze where that would leave large banks on a relative basis; and ponder what 
that means for the post-stress requirements. 

CCAR also provides a useful example of a regulation that generally has 
been applied uniformly across a large range of banks with dillering business 
models and risk profiles. As a result, and particularly in light of the immense 
operational and administrative burden that attends participation in CCAR, the 
various concerns I note are all the more pronounced for those banks with simpler 
balance sheets or smaller risk profiles, for whom the benefits ofCCAR are likely 
to be significantly less in practice. 

v. Counlercyclical Capital Buffer 

Perhaps the best example of a post-crisis capital requirement that would fail 
even the most basic cost-benefit analysis is the countercyclical capital buffer. The 
countercyclical capital buffer was developed by the Basel Committee and 
contemplates an additional capital requirement for larger U.S. banks of up to 2.5 
percen tage points so as to "protect the banking system from the systemic 
vulnerabilities that may build-up during periods of excessive credit 
growth."11 The Federal Reserve has recently issued a proposed policy statement 

.. 

11 

Su DanieiK. Tarullo,StrwTe.sting ajluFn• Ytars(JW>t25, 201 4~ awlilablt a/ 
www.fedemlreseJVe-govlne~~mnlslspeedl!laruUo20140625a.htm (ooting that the design of 
CCAR "seJVes the macropruderuial gool of helping to emure that the major fmancial fl/llls remain 
sufficiently capitaliud to support lending in a severe downturn") 

78Fed. Rtg.a162018(0ct. II, 2013) a1 62038. 
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describing when and why it might impose this buffer.18 That proposal has serious 
legal and procedural problems, but I will emphasize here its fundamental 
conceptual problems. This untested capital requirement is simultaneously both too 
broad and too narrow to be eiTective as a macropmdential tool to limit the build-up 
of risks in a credit bubble - too broad, because it would levy a hefty capital charge 
against all bank acti vities, not just the ones posing heightened risk, and too 
narrow, because it would do nothing to address any risks that arise outside of the 
banking system. Indeed, one can imagine that such a capital charge would only 
serve to accelerate the build-up of systemic risks b~ creating strong incentives for 
risk-taking to migrate outside the banking system. 9 

vi. Ring Fencing/or Foreign Banks 

Most of the post-crisis refom1s have been applied, appropriate! y, to the U.S. 
operations of foreign banks. In some cases, however, foreign banks have received 
treatment that has unnecessarily and adversely affected their ability to assist U.S. 
customers. Specifically, foreign banks \\~th significant U.S. operations have been 
required by the Federal Reserve (but not the Dodd-Frank Act) to ring-fence their 
U.S. non-branch assets and place them into a U.S. intenuediate holding company 
(IHC). The proposed TLAC mle makes it very difficult to fund the IHC, and other 
mles have im posed duplication of back office functions. 

Subjecting foreign banks to this U.S.-style of mandatory, ex ante ring­
fencing has two principal shortcomings. First, to the extent that foreign banks 
manage their capital and liquidity on a consolidated basis, these banks retain and 
rely on the flexibility to shift financial resources ''~thin the organization to their 
location of highest and best use, including - most cmcially- to a particular 

" Su 81 Fed. Reg. 5661 (Ftl>. 3, 2016); 12C.F.R. Pan 217. 

Thest flaws are beoomi~ an increasing focus of public discussion: for ~'<3lllple, Fedcrnl Restrre 
Bank of Cleveland Presidenl Loretta Mester has pubucly noted the shoncomings of the proposed 
countercyclical capital buffer approach in terms of both its unpredictability and uncoordinated 
nature.See Loretta 1. Mester, Fn·e Points about Monetary Policy and Financial Stability (June 4, 
2016), avoililble at www.clevelandfed.org/newsroom-and-c-ventslspc<ches/sp-20160604-ftve­
points.aspx (noting that "the need to coordinate oountercyclical macroprudential policy actions 
ocrO&S muhiple regula! CIS in the U.S. adds a complication to effectively using such tools in a 
timely way" and describir@ the need to "devise ways to make the macroprudential tools more 
sySiematic and less discretionary." Similarly, Offic. of Financial Research Director Richard 
Berner has 1101ed that "(t(argeted policies with clear, direct efl'eas on a ftnancial stability threat .. 
ate preferable to general policies with diffuse effects (such as activating a countercyclical capital 
buffer)." Richard Berner, Remarks at the Confermce on the Interplay Belll~en Financial 
Regulations, Resilience, andGro1>1h (June 16, 2016), arailable at 
www. ftnancialresearch gov /public-appearanees/20 16106116/conferenee-on-the-interplay -between­
fmancial-regulations-resiluance-and-gr0\11h. 
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geographic or business operation in times of financial or market stress. Their 
ultimate strength resides in the ability to obtain support from the necessarily larger 
consolidated resources of the global enterprise. U.S.-style ring-fencing 
significantly undercuts this benefit and thcre!ore could actually undcnnine 
financial stability. 

Second, ring-fencing has an undesirable effect of layering multiple capital 
and liquidity requirements on banking organizations, thereby increasing the 
regulatory burden and complexity. 

However, if U.S. policymakers continue d0\\~1 the current path, they 
should, at a minimum, abide by Congress's explicit direction in the Dodd-Frank 
Act to give due regard to the principle of national treatment and equality of 
competitive opportunity. They should also take into account the extent to which 
each FBO is subject on a consolidated basis to home country standards that are 
comparable to those applied to financial companies in the Un ited States. In 
addition, we would urge policymakers to heed Congress's specific direction to take 
into account differences among financial institutions based on their systemic 
footprints and risk profiles. 

b. Explicit & Implicit Liquidity Mandates 

Living Wills 

The living wills required under Title I of the Dodd-Frank Act are a key 
component of the core post-crisis regulatory framework addressing resolvability. 
One particular aspect of the regulatory guidance issued for the next set of 
resolution plans, however, appears to limit unnecessarily the ability of banks to 
engage in liquidity transformation, one of their core functions. As noted in a 
recent article by our head of research,20 the guidance requires each material 
subsidial)• to meet its peak potential funding on a standalone basis, without regard 
to the aggregate li quidity resources of an organization. As a result, for some 
banks, the living will guidance may be the binding detenninant of the amount of 
liquidity transfonnation a bank performs. The potentially profound impact of 
these new policies on economic and job growth may be one reason why the GAO 
suggested that the agencies should be more transparent about the criteria they are 
applying when determining if the living ''~lis are credible. 

See WiUiam Nelson, A\t BANKER. Uling Wills: The Biggest Uquidil)l Rule ofThem All (May 24, 
2016), avaiklble at www.americanbanker.oomibanklhinklliving-wills-lhe-biggtsl·liquidity·rule­
of-lhem-all-1 081150-l .hlml 
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ii. LCR 

The LCR is a core post-crisis reform that, while successful and effective as 
a general matter, has components that appear to be calibrated inaccurately, with 
substantial economic impacts. 

The LCR treatment of liquidity commitments is an excellent example. For 
a commercial bank, these commitments represent a valued service to their business 
clients, particularly small businesses that do not have easy access to capital 
markets. These businesses are unl ikely to draw these lines in times of financial 
crisis, as they use the funds for regular business and not as a source of liquidity. 
During the financial crisis, data shows that draws on these lines of credit were a 
maximum of 10 percent. Under the LCR, however, banks are forced to assume 
that 30 percent of these lines will be drawn. 

The result under the LCR is that a bank must bold 30 cents of HQLA ­
basically, cash or a Treasury or agency security - against every dollar of 
commitment it offers a nonfinancial business. In other words, the bank must 
increase the size of its balance sheet, thereby drawing higher capital charges under 
the leverage ratio - which ignores the riskless nature of the HQLA. Here, the 
implicit mandate is to shrink or raise the price of lines of credit to U.S. businesses, 
making it more difficult for small businesses to grow. 

A similar situation occurs with respect to custody banks, which offer lines 
of credit to their asset manager customers. Asset managers prefer these lines of 
credit to holding cash to fund possible redemptions; again, counterfactual outflow 
assumptions in the LCR have caused the banks to shrink (or increase the price of) 
these lines. 

Furthermore, the U.S. banking agencies have applied the LCR (either in full 
or in some modified fashion) to all U.S. banks with $50 billion or more in 
consolidated assets, as well as to the U.S. intermediate holding companies of 
foreign banks that meet the LCR's definition of a "covered company." But that 
broad scope of application again ignores the wide heterogeneity across those 
banks - particularly in terms of funding models. While the LCR in full form may 
be appropriate for firms with complex market funding strategies, it is often likely 
to be unnecessarily onerous, and not particularly beneficial for firms that are 
predominantly reliant on deposit funding. 
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c. Additional Refonns Pending 

Given the extraordinary stringency and complexity of post-crisis regulation, 
it is somewhat surprising that the pace of regulatory change continues at a high, 
and continuously more burdensome level. 

i. Basel W Changes to Capital Regulation 

Basel IV is an ongoing effort by the Basel Committee to reduce reliance on 
bank models in setting capital requirements. It has two components: (i) imposing 
floors on the amount of required capital that can be calculated using bank internal­
ratings based (IRB) approaches; and (ii) the development (or redevelopment) of 
government-devised standardized measures of capital as an alternati ve to bank 
models. Basel IV has not been presented for debate in the U.S., even though it is 
being finalized on an international basis. The Clearing House believes that there 
are compelling reasons for the United States to opt out of any changes agreed to as 
part of Basel IV. 

Basel III set global banking capital standards at a high level, and the U.S. 
regulators have consistently made them sti ll higher for U.S. banks. In undertaking 
Basel IV, the Basel Committee consistently emphasized that the purpose of the 
exercise was to prevent inconsistent outcomes in bank models, not to increase 
overall capital from their Basel III levels. The problem is that in every case, the 
standardized models proposed by the Basel Committee would require dramaticall y 
more capital than the levels agreed to in Basel III. Of course, higher capital 
requirements could be appropriate if the simplified, standardized models were 
more accurate. But they are not more accurate, and they come 11~th a host of other 
risks. 

It is easy to understand why internal bank risk models have been disdained 
after a financial crisis that revealed serious errors in bank risk management; 
furthermore, there is a strong perception that some banks have underweighted the 
risk of some assets in order to lower their capital requirements post-crisis. But 
there appear to be multiple reasons to be still more skeptical of uniforn1, 
government-devised regulatory risk assessments. Make no mistake, these are 
"models" in the same sense as the bank models they would replace; and they 
similarly provide fommlas for assessing risk and assign a corresponding capital 
charge. By design, they do so using simplified approaches that ignore important 
differences in the risk among assets. For example, a recent Basel Committee 
proposal on credit risk suggested that there is insuffic.ient data to model loss rates 
on credit cards or large corporate loans, and therefore proposed to subject them to 
uniform floors implying an equal probability of default. Also, these standardized 
models are one-size-fits-all , assuming the risks are the same for all banks in all 

22 



66 

VerDate Nov 24 2008 15:38 May 25, 2017 Jkt 046629 PO 00000 Frm 00070 Fmt 6633 Sfmt 6621 S:\DOCS\21604.TXT JASON 21
60

40
26

.e
ps

markets in all countries; they are also as a practical matter incapable of adjustment 
as risk changes. 

As regulatory requirements - and in particular, capital and liquidity 
requirements - become increasingly stringent and granular, they run the risk of 
creating such powerful allocative incentives that they effectively drive capital 
allocations. There are serious concems with such an arrangement. First, markets 
generally are more efficient in evaluating financial risk than governments, and in 
any event are quicker to react to changes in risk. Second, government mandated 
outcomes tend to herd risk and thereby create concentrations. 

Consider this question: Has there ever been a systemic crisis as a result of 
one bank, or even a small mtmber of banks, taking an idiosyncratic view of risk? 
The most recent financial crisis is clear demonstration of the alternative case: 
banks, non-banks, government-sponsored agencies, and ratings agencies (and 
regulators) generally taking a consistently erroneous view of the risks of default on 
mortgages, a money market mutual fund "breaking the buck," a run on short­
funded investment banks, and others. Crisis came when all came to recognize 
their common misperception. Similarl y, the U.S. thrift crisis in the 1980s involved 
thousands of banks and thrifts taking a common view of real estate lending. 
Indeed, thrifts were required by regulation to hold a specified - one might say, 
standardized - percentage of their assets in mortgage loans. Thus, if one were 
asked to choose from a systemic, "macropmdential" perspective between 
regulators having as their imperative (i) ensuring all banks allocate their capital 
based on the same view of the risk of each asset, or (ii) ensuring that all banks 
allocate their capital based on different views of the risk of each asset, history 
would appear to argue for the latter. 

This debate is certainly not unique to banking. Aircraft safety, health safety 
and national security are all vitally important, but we continue to let private sector 
fim1s design airplanes, pharmaceuticals, and ballistic missiles - subject to 
governmental testi ng and oversight. 

It is also important to emphasize that the United States is unique in its 
approach to capital regulation, and least in need of a Basel IV. The CCAR process 
has clearly been identified as the Federal Reserve's primary tool for ensuring 
capital adequacy. The Collins Amendment has already established a mandatory 
standardized floor on capital requirements in the United States (and only in the 
Un ited States). Furthermore, U.S. banks are now required to invest heavily in 
model development, employ an independent second line of defense to review the 
models, and a third line of defense (audit) to review as well; all models that feed 
CCAR or financials (and many that don't) are subject to prior review and approval 

23 



67 

VerDate Nov 24 2008 15:38 May 25, 2017 Jkt 046629 PO 00000 Frm 00071 Fmt 6633 Sfmt 6621 S:\DOCS\21604.TXT JASON 21
60

40
27

.e
ps

by the Federal Reserve or the OCC. Most other Basel countries have few if any of 
these safeguards. 

The potential outcome of Basel IV could be sign ificantly more perverse, 
however, if one considers that European and other banks subject to Basel IV will 
in fact not end up using the Basel IV standardized approaches but rather the 
alternative internal-ratings based (IRB) approach developed in Basel II. At that 
point, because CCAR uses standardized approaches, the U.S. banks could be the 
only banks implementing the Basel IV standardized approaches, and the only 
banks to see a potentially massive and unjustified increase in capital requirements. 

ii. NSFR 

The Clearing House is deeply skeptical that the Net Stable Funding Ratio 
(NSFR) liquidity requirement, which the banking agencies recently proposed, has 
benefits that exceed its likely costs. The NSFR is intended to measure banks' 
liquidity risk at a longer horizon than the LCR. The NSFR is defined as the ratio 
of"available stable funding" ("sticky" liabilities that are unlikely to run) to 
"required stable funding," (assets that are illiquid and cannot be readily sold to 
fund a nm). 

The NSFR is particularly concerning because it was developed by the Basel 
Committee without a completely transparent public re1•iew and comment process. 
A preliminary version of the NSFR was released by the Basel Committee for 
comment in January 20 I4; nine months later, the Committee published a final 
version of the NSFR that included significant new elements that were never 
subject to public comment. Even today, nearly two years later after publication of 
the final framework, it remains unclear what, if any, data analysis supports many 
of the calibrations selected by the Basel Committee in the NSFR This lack of 
transparency and empirical justification is the foundation of the current 
rulcmaking that the banking agencies proposed in early May. 

As a forthcoming TCH research note will demonstrate, once the level of 
interest rates and the size of the Federal Reserve's balance sheet nom1al ize, banks 
will likely need to make substantial changes to their future balance sheets to 
comply with the proposed NSFR, likely at least in part by reducing, or charging 
much more for, activities for which the NSFR requires a high level of stable 
funding: primaril y, lending to households and nonfinancial businesses, including 
small businesses. Because the regulation requires banks to hold stable funding 
against short-term lending to other financial institutions, it seems likely to also add 
further to the degradation in financial market liquidity that has been observed in 
recent quarters. 
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III. General Concerns 

As the foregoing suggests, a significant redistribution of risk is occurring in 
our financial system, driven in part by post·crisis regulation. Risk taking in the 
regulated banking sector has been significantly reduced, even as banks' capacity 
for risk taking- as evidenced by much higher capital and liquidity levels - has 
increased substantially. In some cases, those risks are not being taken (e.g., 
certain loans are not being made), leading to slower economic growth. In other 
cases, those risks are being taken by non-banks that are less regulated, less 
supervised, aud less capitalized. Conversely, at the same time that certain higher­
risk activities are being pushed out of the banking system, regulation is also 
driving banks out of the lowest risk assets aud activities, which no longer make 
economic sense for many finns. As we evaluate both these regulatory causes and 
their practical effects on the new financial risk environment being created, there 
are several emerging, more general concerns that appear to warrant greater 
attention, each of which is described below. 

a. Impact 011 Commercial Banking 

For commercial banks, regulation is having significant effects on the extent 
to which banks can intermediate between savers and borrowers. Capital and 
liquidity mles are shrinking credit availability, pa.rticularly to small businesses 
(which cannot access capital markets and must rely on bank loans) and low to 
moderate income consumers. As an example, consider trends in credit card 
lending: 

25 
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For individuals and sole proprietorships, credit card loans can be an important 
source of funding - and a lower cost source of funding than non-bank alternatives. 
Clearly, the availability of credit card loans for those with credit scores below 
super-prime has decreased significantly. Some reduction was natural and 
appropriate given crisis experience; the question is whether the pendulum has 
S\\~tng too far. 

As another example, there is certainly a benefit to their safety and 
soundness from ru les tbat require the largest banks holding to bold approximately 
30 percent of their assets in cash and cash equivalents. But there arc also certainly 
mean ingful economic costs, as these are funds that cannot be lent to businesses or 
individuals. Moving to the standard.ized approach, a recent TCH study finds that 
banks subject to the Advanced Approaches would have to reduce about 15 percent 
of all loan commitments to ofiset the increase in capital requirements for ofl". 
balance sheet exposures proposed under Basel IV.2 

To a large extent, the effect of a reduced role for banks in financial 
intermediation depends on the extent to which non-banks can serve as a Sltbstitute. 
There are reasons to be skeptical as we look to the capacity of nonbanks to fulfill 
that role both in ordinary times and in times of crisis. 

l l See "Empirical Analysis of llCBS-Proposed Re~isiorn to the Standardized Approach for Crtdit 
Risk,"The Ciearing House, May2016. Aw>ilab/t aJ 
hnos1/www.theclearinghouse.omr.ssu""articles/2016!05!20160520·1l:h-analvi2es·bcbs-revi<ions· 
I<Hhe-standardized-aooroach-t<Kredit-risk 
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First, even in good times, bank altematives tend to be quite expensive. 
Whether in consumer (payday lenders, finance companies) or small business 
lending (online lenders), prices charged to consumers and businesses are 
extremely high. Indeed, as reported in a recent small businesses survey, borrowers 
are generally dissatisfied with online lenders, mainly due to high interest rates.22 

According to a recent study, many altemative lending platforms charge yields 
ranging between 30 and 120 percent on the value of the loan, depending on several 
loan characteristics.23 In contrast, yields on loans funded by commercial banks 
range between S to 7 percent. 

This higher cost pricing should not come as a surprise. Not only do banks 
have access to lower cost and more durable funding, they also generally have an 
infonnational advantage when it comes to lending. If they bank the borrower, 
they see cash flows over time, and are thus better able to gauge risk. 

Second, one might well presume that in the event of economic trouble, 
these non-banks will see their own cost of funding increase markedly, as they 
would not have access to insured deposits and are generally of insufficient scale to 
access capital markets. Moreover, they will need this access just as their assets are 
declining in value, and are opaque to in vestors. Thus, one could well see the 
efiects of a funtre recession amplified by the withdrawal of non-bank lenders from 
the playing field, much as we saw systemic problems arise from the failure of non­
banks in the financial crisis. 

b. Capital Markets 

Capital and liquidity regulation have significantly affected capital markets 
activity. Somewhat surprisingly, the impact comes not only from the regulatory 
treatment of risk assets but also from the regulatol)' treatment oflow-risk assets 
like cash and U.S. Treasuries, and ultimately the repo markets. Dealers find it 
more expensive to hold in ventory and thereby provide market liquidity, because of 
the associated funding costs. Dealers find it even more difficult to serve clients 
who themselves provide market liquidity, because those clients fund purchases by 
pledging low-risk assets to the dealer, which regulations discourage the dealer 

u 

l3 

See Fedemt Reserve Banks of New York, !ltlanla, Booton, Cleveland, Philadelphia, Richmond, Si. 
Louis, 2015 Small Business Credit Survey (March 2016). 

Set Mills, Karen and Btayden McCarthy, The Stali ofSma/1 Business Lending: Credit Access 
during lhe Recomy and How Tee/urology May Change the Game (July 22, 20l41arailable at 
hnp://www.hbs.edulfaeulty/Publication%20Filesl15-004 _ 09bl bf8b-tb2a-4e63-9o4e-
0374f710856f.pdf. 
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from holding. Thus, regulation is not only preventing trading banks from playing 
their traditional role as market intennediary, but also preventing them from 
funding other market participants that wish to trnde and play a si milar role. 

Custodial banks provide the opernting cash management accounts for 
investment funds and other institutional investors and are finding it increasingly 
challenging to accept certain cash deposits from customers. Current and future 
regulatory focus on this essentially riskless activity, potentially impeding custody 
banks' ability to provide traditional custody services, could have an adverse impact 
on financial stability by preventing custody banks from being able to accept cash 
deposits from their clients during a crisis, denying those clients a safe haven to 
preserve their capital and potentially worsening a nm on the banking system. 

Of course, overreliance on short-term wholesale funding was a major cause 
of the financial crisis, and post-crisis regulation had as a justifiable goal reducing 
such reliance. As always, the question is whether the marginal benefits of 
additional reductions are worth their marginal costs. In other words, at this point, 
is there greater concern that a large bank wi ll fail because of an inability of its 
securities affiliate to roll over debt, or that financial markets have changed from a 
principal-based system (where dealers use their capital to make markets), to a 
more brittle, agency-based system (where dealers only match buyers and sellers), 
which will be much less resilient and systemically sound in crisis, and reduce the 
value of corpornte debt in steady state? It is not clear that the U.S. regulatory 
community has meaningfully posed this question, let alone answered it. (There 
appears to be more appetite for inquiry in Europe, where the European 
Commission has recently completed a call for evidence on the eiTects of financial 
regulation on economic growth.) 

Further mandates that will diminish market liquidity are on the horizon. 
Most pertinent here are the Basel Committee's Fundamental Review of the 
Trnding Book, wh ich will substantiall y increase the capital costs oftrnding 
activities, the NSFR, which 11~11 further penalize repo market and similar 
activities, and the potential incorporntion of the G-SIB surcharge into CCAR, 
discussed above. Similarly, while not a capital or liquidity nile for discussion 
today, the Volcker Rule has the potential to further chill principal-at-risk market 
making, particularly in a market stress where it is most needed 

In the meantime, bank dealers have already seen more than enough 
regulatory disincentives, and many are exiting businesses. Dealer inventory is 
shrinking, trnde sizes are getting smaller, and trading is clustering in on-the-run 
issuance by only the largest companies, where liquidity is to be found. And tlus is 
leading small and midsize finns to issue less corporate debt, even as large fi rms 
are issuing more. An increase in the yields that corporate borrowers must pay 

2.8. 
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(because their bonds are less liquid) is already evident, though to some extent 
camouflaged by historically low interest rates. 

In sum, regulation is significantly reducing the ability of banks and their 
affiliates to intermediate in financial markets. Increasingly, intermediation is 
being conducted through algorithmic or high frequency trading, but the speed of 
trading is not a substitute for putting capital to work. Such traders also do not 
have a client model. Thus, they have neither the resources nor the incentive to 
take on large trades at a time of stress, but rather will seek to match buy and sell 
orders in smaller amounts. As a result, volatility is likely to increase, and market 
inflation and sell-offs could be longer-lasting and more severe than they would 
have been in the past. Issuers may be temporarily prevented from issuing debt or 
equity, or may have to bear substantially higher issuing costs. Increased volatility 
also drives up the cost of derivatives used for hedging, which directly reduces 
overseas investors' appetite due to reduced local currency return on their 
investment. 

Thus, when the next economic or financial crisis comes, there is reason for 
concern that large banks will become a systemic Maginot Line, extremely well­
fortified, all but certain to remain intact, but playing little useful role in battling 
systemic risk.24 We do not know what geopolitical shock or asset bubble will 
cause such a crisis, but the chances of its first victims being banks with three times 
the capital they held before the last crisis, and 11~th much of their assets held in 
cash or U.S. Treasuries, appear extremely low. Rather, a shadow lending system 
that is undiversilied, market-funded, and unsupervised would seem to be a more 
likely source of Oagration and accelerant. And as crisis unfolds, we may see a 
combination of niles lead to financial markets suffering as banks not only play a 
much smaller role in providing market liquidity but also as a refuge for investors 
and depositors seeking safety. 

In short, the current priority should not be reinforcing the Maginot Line, but 
rather exploring other sources of risk outside its borders. 

c. Supervisory Control of Routine Bank Management Decisions 

While the focus oftoday's hearing is capital and liquidity regulation, it 
should be noted that the highly prescriptive and detailed regulation of banks' 
balance sheets has been matched by an equally extensive, albeit much less 
transparent, series of regulatory and supervisory interventions into the governance 
and day-to-day operation and management of banks. The basic business of 

As a historical note, lhe southern terminus of lhe Maginot Line WliS in Basel. 
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running a bank is increasingly being subject to the opaque but binding dictates of 
individual supervisors and examiners. While one might assume that high capital 
and liquidity levels reduce the need for regulatory involvement in banks decisions 
on new product development and risk management, the opposite is 
occurring. While impossible to quantify, the economic e!Tects here may be as 
great as in the capital and liquidity arena - particularly for smaller 
banks. Although the increasing involvement of supervisors and examiners in even 
the most routine govemance and management matters is taken as fact in the 
industry, it is difficult to engage in public debate regarding this problem, as the 
majority of interactions are shrouded in the regulators assertion of the protections 
afl'orded "confidential supervisory information." 

Recent experience with the supervision of so-called leveraged lending is a 
good example, as the effects on loan and economic growth here could be just as 
large as if a capital surcharge had been imposed. Leveraged loans are made to 
companies that carry a lot of debt and therefore represent a greater repayment risk, 
albeit one that banks have experience managing. Such companies also are 
frequently growing companies. Beginning in 2013, the banking regulators have 
issued a series of public guidance and "Frequently Asked Questions" documents 
that while styled as "supervisory expectations," have made clear that banks must 
substantially restrict lending to such borrowers. It appears that this guidance has 
been supplemented by further direction from examiners to banks that has had the 
eflect of further limiting lending activities in the area - thongh I am unable to 
speak to any of those details as they are deemed by the agencies to be 
"confidential supervisory infonuation," and therefore are immune to public 
scm tiny. 

This continuing episode raises a series of questions. First, has the guidance 
constrained the perceived risk? Although the agencies' efforts in this area were 
motivated by concerns that leveraged lending activities could "heighten risk in the 
banking system or the broader financial system through the origination and 
distribution of poorly underwri tten and low-quality loans," it is already becoming 
apparent that a bank-centric approach is simply shifting risk rather than limiting 
it. For example, recent research by a team of Federal Reserve Bank of New York 
economists illustrates that the guidance has had the effect of reducing bank 
activity in this area, but increasing nonbank activities.25 Indeed, one academic has 

2S Set Sooji Kim, Manhew Plooser & Joi!o Santoo, Did the Supmisory Guidance on Ltwrogtd 
LtmliJtg JVorlr? (May 16, 2016), a>'ailablt a/ 
""'w.libertystreete<:OI1omics.newyorkfed.org!l016105/did-the-SI4""'isory-guidance-on-leveragcd­
l<nding-worl:.htrnl#. V2f_lk3229M. 
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rather aptly described this as "like a ~ame ofWhac-a-Mole, with new unregulated 
players popping up to fill the gaps."2 

Second, were the regulators prescient in identifying a bubble in leveraged 
finance, and interceding to limit its supply to borrowers? While more research is 
warranted, it appears that leverage loans have continued to perfom1 well, outside 
of the area of metals, mining, oil and gas- where loans of all types have 
perfonned poorly. (The March 2013 guidance did not identify that sector as 
particularly problematic.) Thus, one effect may have been to raise the cost and 
reduce the availability of bank credit across other sectors unnecessarily. 

Third, how did the agencies decide which borrowers' access to credit would 
be restricted? The recent FAQs have required banks, in evaluating whether a 
company is leveraged for purpose of the new restrictions, to assume that all lines 
of credit are dra,~n. and ignore cash held by the company (and presume that the 
cash is not invested productively). This definition has led to high-credit-quality 
companies being labeled "leveraged" and thus subjected to special limits. What 
analysis did the regulators undertake to determine that markets, rating agencies, 
and lenders were underestimating the risk of these companies? 

As Congress conducts oversight in the area of prudential bank regulation, 
this may therefore be a good case study for further transparency and analysis. It 
may also argue for the regulators providing notice and seeking public input before 
launching future such initiatives. 

***** 

The Clearing House believes that (i) there are a set of core post-crisis 
reforms that have made our banking system substantially more resilient and our 
largest banks resolvable; and (ii) there is a limited set of regulatory changes that 
could be revised or deferred that would leave core refonus largely untouched, 
meaningfully improve loan growth and financial market liquidity, promote 
financial stability, and do nothing to decrease the resiliency or resolvability of 
banks. 

Thank you for the opportunity to testify before the Committee today. I look 
forward to answering your questions. 

" Steven DavidoffSolom011, N.Y. TL\lES, Obslllcles in Regulators' Push to Reduce l..everaged 
Loans (July 7, 20151 muilable at www.n)times.comnOt51071081businessldealbooklbalanci~­
act.for.regul:uors-seeki~4o-curb-leveragcd.toans.hlml?_r"(). 
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WITNESS BACKGROUND STATEMENT 

Jennifer Taub is a Professor at Vennont Law School where she teaches courses 

in contracts, corporations, securities regulation, and white-collar crime. She eamed a J.D. 

cum laude from Harvard Law School, and a B.A. cum laude from Yale College. Prior to 

joining academia, she was an associate general counsel at Fidelity Investments. 

Professor Taub has researched and written ell.1ensively about the 2008 financial 

crisis. 'l11is includes the book, Other People's Houses, published in 2014 by Yale 

University Press, which includes a chapter dispelling the top ten myths about the 

fmancial crisis. 

Professor Taub has not received any compensation in co•mection with her 

testimony, nor has she received federal grants or contracts. 1l1e views expressed in her 

testimony are her own and do not represent the positions of her law school or any other 

organization witl1 which she is affi liated. 
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WITNESS TESTIMONY 

Chainnan Shelby, Ranking Member Brown, and distinguished members of this 

Committee, thank you for the opportunity to testify today. My oame is Jennifer Taub. I 

am a professor at Vennoot Law School. I offer my remarks today solely as an academic 

and not on behalf of any association. 

The title oftoday's hearing, ''Bank Capital and Liquidity Regulation" sotmds 

terribly technical, seemingly a topic just for the experts. But it's not. Reducing excessive 

bank borrowing through higher capital requirements matters to us all. 

Bank capital is much more than just numbers you can count up on a balance sheet. 

Bank capital is what we can c011nt on to ensure a more stable financial system that serves 

the credit needs of American families and businesses. Wheo banks borrow excessively­

in good times they gain, in bad ti mes, weal/ lose.lfbanks teeter and topple, lending 

tightens and the broader economy suffers. We see job losses, investment losses, and 

home losses. This is a hard lesson that we have leamed - andforgouen - time and time 

again. 

If we read and take financial historians seriously, we would understand that this 

time is not- and will not ever be- different. Financial crises share common elements. 

lltey typically result from the deflation of debt-fueled-asset bubbles. 1 After an asset 

bubble deflates, thinly capitalized banks that hold those assets collapse when depositors 

or other lenders withdraw their money. Even good assets call!lot be sold at full price 

under stress. Govemment-backed rescues follow when leaders realize the collapse of a 

giant bank could cause cascading failures and more widespread damage. 

1 See, Hyman !vlinsky, Stabilizing and Unstable Economy (Yale University Press, 1986); Martin 
H. \Volfon, Financial Crises: Understanding the Posh.ar U.S. E.tperience (M.E. Sharpe, 1994); 
Carmen M. Reinhart & Kenneth S. Rogofl; This Time is Different: Eight Centuries of Financial 
Folly (Princeton University Press, 2009) ('No maller how different the latest fmancial frenzy or 
crisis always appears, there are usually remattable similarities with past experiences from other 
counlries and from history"), Erik Gerding, Laws, Bubbles, and Financial Regularion (Roulledge 
2013), John G~nakoplos, 'The Leverage Cycle 2,' (Cowles Found. for Research in Econ., 
Discussion Paper No. 1715R, 2009), available al hHp1/cowles.econ.yale.edul 
Plcdld 17ald 1715.pdf ("In the absence of intervention, leverage becomes too high in boom times 
and too low in bad times. As a result, in boom times asset prices are too high, and in crisis times 
they are 100 low. This is the leverage cycle."~ Robert J. ShiUer, Irrational E.tuberance 
Revised and E.xpanded Third Edition (Princeton University Press, 2016). 
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We were schooled in this too-big-and-too-leveraged-and-too-iJJterconnected-to­

fail problem in2008. Let's recall that the U.S. govenunent committed many trillions of 

dollars in direct bailouts and indirect backstops to re.scue the system. Some will seek to 

assure you that this doesn't matter anymore, because most of the money was paid back. 

Titat is cold comfort for the more than six million families who lost their homes to 

foreclosure since 2008 and to all of us who are still stmggling in an economy that is just 

beginning to pick up steant 

\Vall Street quickly went back to "business as usual,"2 h1med record profits, and 

paid out large dividends to shareholders. ll1ese dividends represent money that could 

have been retained to build up capital. Meanwhile Main Street is still slowly recovering. 

As memories of the painful post-crash years fade, hopefully the political courage to take 

decisive action to prevent another fi1ture crisis does not diminish.3 

Bank prollts are now at au all lime high. AccordiJ1g to FDIC Cbainnan Martin 

Gmenberg, "FDIC-insured instihrtions earned nearly $164 billion in2015, a new 

record. "4 i\<lorcover, only eight failed. TI1e tinting could not be better to focus now on 

implementing much higher bank capital requirements. 

Bipart'isan Conscn.sus on Capital 

TI1ere is considerable bipartisan consensus on capital. Just two weeks ago, on 

JtUJe 7th, when this Committee initially held a hearing on this subject matter, Chainnan 

Shelby began by emphasizing the importance of strong capital requirements to promote a 

safe and sound bankiJ1g system and to avoid taxpayer bailouts. Similarly, Ranking 

Member Brown recognized during his opening remarks: 

Experts on the left and on the right agree that capital is a vital element of financial 
stability. Capital lessens tbe likelihood that an institution will fail. It lowers the 

l Joris Luyendijk, "How the Banks Ignored the Lessons of the Crash- Joris Luyendijk spent two 
years talking to hundreds of City insiders. TI1ey revealed how close we came to disaster - and 
how quickly finance went back to business as usual,' The Guardian, Sept. 30, 2015 ('Seven years 
aller Ote collapse of Lehman Brothers, it is oil en said that nothing was learned from the crash. 
lltis is too optimistic. llte big banks have surely drawn a lesson from the crash and its aftermath: 
that in the end there is very tittle I hey will not get away with.") 
) See Jennifer Taub, Other People's Houses: Ho-.. Decades of Bailouts, Captive Regulators, and 
Tao:ic Bankers Made Home Mortgages a Thrilling Business, Paperback edition, (Yale University 
Press, 2015), p. xi. 
'Martin J. Gruenberg, 'llte Impact ofPost-Crisis Reforms on the U.S. Financial System and 
Economy,' Speech to the Exchequer Club, Washington, D.C., June 15, 2016. 

4 
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cost to the financial system, and most importantly to the economy if it does. 
Requiring the largest banks to fund themselves with more equity will provide 
them with a simple choice: they can either 'fully intema.lize the risk' that they pose 
to the economy . . . or they can become smaller and simpler. 5 

With this level of agreement across the political spectnun, what then are the 

points of contention and indecision that make this a worthy subject for deliberation 

instead of bold action? 

llte ongoing debate seems to surround tlte Jbllowing points (1) what do we mean 

by capital; (2) how much capital should be required, (3) are the arguments against higher 

capital valid, and ( 4) is capital a sufficient substitute for otlter regulations including 

related to liquidity? 

What Do We Mean by Capital? 

lltere are considerable diiTerences in what we talk about when we talk about 

capital. I like to refer to capital as the non-risk-weighted equity capital rat io, what some 

call a "leverage" ratio. This calculation is an assets-to-equity measurement. Ide,tlly, this 

would include certain off-balance-sheet items as assets. Sometimes when others talk 

about capital they might mean a risk-weighted measure of equity capital. l11is method 

treats asset types differently, reducing the amount of equity needed to fund tltcm based on 

their perceived riskiness. 

While a leverage ratio is a blwtt instrument, it is simple <md transparent, less 

subject to manipulation than a risk-weighted capital ratio can bc.6 While the risk­

weighted- approach can complement the leverage ratio, it is not enough on its own. It has 

been subject to arbitrage and abuse. 7 

' United States Senate Committee on Banking, Housing, and Urban Aff.1irs, ' Bank Capital and 
Liquidity Regulation (June 7, 2016) available at 
http:l/www.banking.senate.gov/publiclindex.cfinntearin.gs?ID; E4DB4FlF-2053-4E72-DEB9-
2B47B3A04676 
• See A nat R. Admati, 'Where's the Courage to Act on Banks,' Bloomberg View, October 12, 
2015, available at https:/lwww.bloomberg.comlview/articles/2015-l 0-12/where-s-the-courage-to­
act-on-banks-
'Regulators focus on 'risk-weighted' and accounting-based capital ratios that, among their many 
Oaws, rely on banks to assess the riskiness ofOteir assets. Using off-balance-sheet accounting, 
derivatives and other tools, banks have become adept at manipulating these ratios." 
' For example, before the crisis, in addition to a minimum leverage ratio, banks were subject to 
capital standards which imposed a minimum of8 1>ercent capital to risk-weighted assets. An asset 
with a 0 percent risk weighting would need no capital backing, and one with a I 00 percent risk 
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To explain an equity capital leverage ratio, the following illustration might be 

helpful. Imagine that !wish to buy a small business for $100,000. I borrow $95,000 from 

my cousin and I pay the remaining balance to the previous owner in cash. After that 

transaction, my equity capital would be $5,000, the difference between what I own and 

what I owe. 1l1at's a 5% leverage ratio. Or stated different a 20-to-1 assets-to-equity 

leverage ratio. 

If my cousin suddenly dem:mds the money back, hopefully I can sell the business 

for at least the $95,000 I owe. If not, I've wiped out my capital and would be scrambling 

for other things to sell to fully pay back that loan. 1l1at's the downside of leverage. 

However, iff can sell the business for $!05,000, I've doubled my money, or in 

other words, achieved a 100 percent return on equity. 1l1is is the upside of leverage ­

the ability to transfonn a 5% increase in asset value to a 100% retum on ones investment. 

Extending this metaphor, liquidity is about whether I have enough cash to fully pay back 

the loan to my cousin while I wait a bit to try to fetch a better price for that business. 

Similarly, banks bo1row money from their depositors and other lenders. 1l1ey use 

this funding to make loans and buy other assets including derivatives. If their depositors 

or other lenders to the bank demand their money back and assets can't be sold at full 

value, the bank's capital cushion is supposed to absorb the difference. If it is too thin, 

upon insolvency, a bank may be shuttered and sold, or we the people may have to bail it 

out 

How Much Capital Should be Requil'ed'! 

·nte Dodd-Frank Act provides regulators with the tools to rein-in excessive 

borrowing as well as to take other steps to help prevent financial crises of the magnitude 

we e~verienced in 2008. Section I 71 sets a generally applicable leverage ratio, and 

Section I 65 requires the Fed to make mles for enhanced pmdential standards, including 

weighting would need an 8 percent backing, meaning borrowing S92 10 finance every $100 of 
such assets. Whereas mo11gage bonds had been give a 50 percent risk weighting, after November 
2001, they were given a 20 percent risk weighting. So, instead ofbeing required to have 4 percenl 
capital, they needed only 1.6 percenl. In other words, they could borrow S98.4 million to 
purchase SIOO million in private-label MBS if they had triple· A or double· A ratings. Meanwhile 
a whole mot1gage loan still had a 50 percent risk weighing. See Other People's Houses, p. 232. 
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reduced leverage for the largest financial fimts. Tite final ntles have made the system 

safer, but not safe enough. 

Tite current mininnun 4 percent equity capital leverage ratio is too low. Tite future 

leverage ratios of S percent for our largest bank holding companies and 6 percent for their 

insured depositories, which have not yet gone into effect, will still be too low. 

I concur with Professor Heidi Schooner who testified before this Committee at the 

June 7th hearing that "[w]hile adequate capitalization is central to the safe operations of 

financial institutions, little justifies the cmTent low levels of capital required under 

banking rules. "8 

Anal Admati and Martin Hellwig recommend at least a 20 percent non-risk­

weighted equity capital ratio, including in their book The Bankers' New C/othes.9 In a 

letter to the Financial Times, together with other leading economists they argued for "at 

least 15%, ofbru1ks' total, non-risk-weighted assets [be] funded by equity."10 

Others would go even higher. During a 20 10 CNBC interview, Nobel L1ureate 

Eugene Fama (who also signed theFT letter) said: "the only solution I see is to raise 

capital requirements on these firms dramatically ... Maybe they have to go up to 40 or 50 

percent so that this whole idea of these big finns failing is just taken right off the table. 

Let the stocldtolders bear the ups and the downs without having to pass it on to the 

laxpayers. "11 

Argmnents Against Higher Capital 

Opponents of higher capital requirements contend that it would be too costly. In 

their comprehensive paper, entitled, "Fallacies, Irrelevant Facts, and Myths in the 

Discussion of Capital Regulation: Why Bank Equity is Not Socially Expensive," Anal 

Admati, Peter DeMarzo, Martin Hellwig, and Paul Pfleiderer couvinciugly address many 

'Heidi Mandanis Schooner, "Top-Down Dank Capital Regulation,· 55 Washburn Law Journal 
327 (2016) (In her recent article, "Top-Down Capital Regulation," Professor Schooner argues for 
a system in which "capital ratios applicable to all banks would be set high- high enough so that 
the risk ofundercapitalization is very small. The opposite risk, the risk associated with requiring 
excessive capital, would be addressed through a supervisory process, in which banks could be 
permitted, on a fum-by-finn basis, to operate below capital levels set by rule.") 
9 Anal Admati and Martin Hellwig, The Bankers' New Clothes: What's Wrong with Banking and 
Whatto Do about It Paperback (Princeton University Press, 2014), pp 176- 187. 
10 Admati, et. al, "Healthy Banking System if the Goal, Not Profitable Banks," Financial Times, 
Nov. 9, 2010. 
11 "Father of Modern Finance Weighs In," CNBC Squawk Box, May 27, 2010. 
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of the arguments that are advanced in opposition to higher capital requirements. TI1ey 

challenge the contention that more equity funding for banks would restrict lendu1g and 

would otherwise be costly to society. 12 TI1ey assert that greater equity would result in 

less distorted incentives and thus better lending decisions, for example. TI1ey conclude 

"that the soeial costs of significantly increasing equity requirements for large financial 

institutions would be, ifthere were any at all, very small." 

In another persuasive article, Admati observes that: "Nothing about the business 

of banking makes it essential or beneficial for banks to operate with tbe very low equity 

levels they choose to maintain. "13 While most banks have at most a 6 percent equity 

capital cushion, by comparison, ordinary operating companies rarely have less than 30 

percent 

Higher Equity Capital is Not a Ft-ee Pass 

A healthy equity capital cushion is necessary but not sufficient. Moreover, allowing 

banks with a mere I 0 percent leverage ratio a free pass from other crisis prevention and 

intervention mles is misg1tided. TI1is is but one of the many faults with a bill that House 

Financial Service Committee Chainnan Hensarling is introducing. 

As but one example, liquidity also matters. In testimony before the Financial 

Crisis inquiry Commission in 2010, Goldman Sachs CEO Lloyd Blankfein noted: 

Certainly, enhanced capital requirements in general will reduce systemic risk. But 

we should not overlook liquidity. If a significant portion of an institution's assets 

11 See Anal R. Admati, Peter M. DeMarzo, Martin F. Hellwig, and Paul Pfleiderer, "Fallacies, 
Irrelevant Facts, and Myths in the Discussion of Capital Regulation: Why Bank Equity is Not 
Socially Expensive," October 22, 2013 ("A pervasive view that underlies most discussions of 
capital regulation is I hal 'equi ty is expensive,' and !hat equity requirements, while offering 
substanlial benefits in preventing crises, also impose costs on the financial system and possibly 
on the economy. Bankers have mounted a campaign against increasing eq1rity requirements. 
Policymakers and regulalors are particularly concerned by assertions thai increased equity 
requirements would reslricl bank lending and impede economic growth ... We consider tllis ve1y 
troubling, because, as we show below, the view that equity is expensive is flawed in the context 
of capital regulation. From society's perspective, in facJ, having a fragile financial system in 
which banks and other fi nancial institulions are funded with Joo little equity is inefficient and 
indeed 'expensive.") available at 
hnps://www.gsb.stanford.edulsites/default/files/researcb/documents/Fallacies%20Nov%201.pdf 
13 Anal R. Admati, "The Missed Opportunity and Challenge of Capital Regulation, • Dec. 2015, 
available al hnp://financial-stability.org/wp-contentluploads/20 16103/2015-12 _ admati_ cbaUenge­
of-capital-regulalion.pdf 

8 



83 

VerDate Nov 24 2008 15:38 May 25, 2017 Jkt 046629 PO 00000 Frm 00087 Fmt 6633 Sfmt 6621 S:\DOCS\21604.TXT JASON 21
60

40
42

.e
ps

are impaired and illiquid Md its funding is relying on short-tenn borrowing, low 

leverage will not be much comfort.14 

Banks are still overly-dependent on short-tenn wholesale fuuding.15 The collapses 

of both Bear Steams and Lelunan Brothers were precipitated by a "nm on repo"- when 

the institutions that had extended short-term and ovemight credit to the investment banks 

withdrew their financing. 1l1e continued reliance on this short-tenn, wholesale funding 

creates what Fed Governor Dan Tarullo and others call "fire sale" risk. Willie some of 

this risk might be mitigated by the Liquidity Coverage Ration niles, presently this is still 

a large market with more than $1.5 trillion in tri-party repo alone.16 

As Fed Vice Chainnan Tom Hoenig noted in April, the eight U.S. global 

systemically important banking institutions (G-SIBs) "continue to rely on wholesale 

ftmding, deposit-like money market fw1ds, and repos, all of which are major sources of 

volatility in uncertain times. "17 

Conclusion 

At the June 7th hearing, Chainnan Shelby recalled that in 2006, he wamed of the 

danger of thinly-capitalized banks and "how a crisis in the banking system quickly infects 

" Testimony of Lloyd Blankfein, The Official Transcript oftlte First Public Hearing of the 
Financial Crisis Inquiry Commission Hearing, January 13,2010, p. 9. 
•~ See, e.g., Daniel K. Tarullo, Member of the Bd. of Governors of the Fed. Reserve Sys., speech 
at the Americans for Financial Refom1 and Economic Policy ln.slitule Conference, Shadow 
Banking and Systemic Risk Regulation (Nov. 22, 2013); Liz Capo McCormick, "New York Fed 
Says Repo Fire Sale Risks Not Being Addressed, • Bloomberg (Feb. 13, 2014), 
hllp:l/www.bloomberg.comfnews/2014-02-131new-york-fed-says-repo-fire-sales-risks-are-not­
being-addressed.html; Jennifer Taub, "Time to Reduce Repo Run Risk," New York Times 
Dea/Book (Apr. 4, 20 14), http://dcalbook.nytimes.com/2014104/041time-to-reduce-rcpo-run-lisk/; 
Ryan Tracy, "Fed Officials Suggest Limiting Banks' Repo Exposure: Rosengren and Dudley Say 
Large Markets for Repurchase Agreements Could Cause Instabi~ ty Again,· Wall Street Journal 
(Aug. 13, 2014 ), http :1/onli ne.wsj.comfarticles/fedofficial-suggests-limiting-banks-repo-exposure-
1407936002. According to a report on "Contagion," reliance on short-term, wholesale funding 
means a bank is "more likely to suffer distress" and "the best predictor of a bank's contribution to 
systemic risk." Committee on Capital Markets Regulation, What to Do about Contagion? 
34-35 (Sept. 3, 2014), available at http:// capmktsreg.org/app/uploads/2014/09/2014-09-03-
\VDAC.pdf 
16 Federal Reserve Bank of New York Tri-Party Repo Statistics as of04/1 tn016 
available at 
hnps :l/www.newyorkfed.org/medialibrary/medialbanking/pdflapr 16 _ tpr _stats.pdf?Ja=en 
" Thomas M. Hoenig, FDIC Board Meeting Statement of Vice Chaim1an Thomas M. Hoenig 
regarding 2015 Title I plans submitted by the eight domestic GSIBs, Aprill3, 2016, available at 
https :1/www .f dic.gov/newslnews!speeches.lspapr 1316a .htmt 
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the rest of our economy." He also noted that with the 2008 financial crisis, it became 

apparent that "the amount of high-quality capital" at banks "was "insufficient." He asked 

whether banks today could withstand another financial crisis. Unfortunately, the answer 

to that question is no. Our top banks are larger than Utey were before the crisis, are 

permitted to borrow excessively relative to the assets they hold, are too opaque to 

regulators and their own executives, and remain overly dependent on short-tenu 

wholesale funding. 18 

Raising the minimum equity capital requirements dramatically could substantially 

improve the li kelihood that individual bank failures would be self-contained. However, 

increased equity capital, alone, especially at the levels this Congress or the regulators are 

likely to implement, would not justify rolling back other protections. 

In conclusion, more bank equity capital and better bank liquidity means less 

systemic risk and reduces the cost of crises. Increased equity capital makes banks less 

fragi le and more capable oflending even after suffering losses. With banks reporting 

record profits, it's time now to act where there is consensus and substantially raise bank 

equity capital requirements. 

·ntank you for this opportunity to speak. I look forward to your questions. 

"Frank Partnoy & Jesse Eisinger, "What's Inside Ametica's Banks?," The Atlantic (Jan. 2, 
20 13), h«p -J lwww .theatlantic.com/magazioelarchi ve/20 13/0 Jlwhats-ioside-americas­
banks/309196/; Peter Eavis, ' Regulators Size up Wall Street, With \Vony, • New York Times, 
(Mar. 12, 2014), hup://dealbook.nytimes.com/2014/03/12/questioos-are-asked-of-rot-in-bankiog­
culture/; William Dudley, President of the Federal Reserve Bank of New York, said in 2013, 
"Titere is evidence of deep-seated cultural and ethical failures at many large financial 
institutions;" and in a 2014 interview he said, "Either the fimt is not too complex, you can 
manage it, you do know what's going on. Or, if you don't know, that's son of raising the question 
whe~ter the firm is too complex to manage."). 
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR SASSE 
FROM REBECA ROMERO RAINEY 

Q.1. I’d like to discuss contingent convertible capital instruments, 
commonly known as CoCo bonds. 

• What lessons can be drawn from Europe’s experience with 
CoCo bonds? 

• Do you believe CoCo bonds can uniquely help a firm withstand 
significant financial distress? If so, how? 

• How should Federal regulators treat CoCo bonds? 
A.1. ICBA has no position on contingent convertible capital instru-
ments. 
Q.2. I’d like to ask about Federal Reserve Governor Powell testi-
mony at the April 14, 2016, Senate Banking Committee that ‘‘some 
reduction in market liquidity is a cost worth paying in helping to 
make the overall financial system significantly safer.’’ 

• Is there also a risk that reducing liquidity in the marketplace 
also makes the marketplace unsafe? 

• If so, how should regulators discern the difference between an 
unsafe reduction in liquidity and a safe reduction in liquidity? 

A.2. ICBA believes that market liquidity is critical to averting fu-
ture financial crises. While ICBA has no position on the post-crisis 
regulation of the fixed-income markets, which is the context of Gov-
ernor Powell’s comment, we believe that reduced liquidity could 
make the marketplace unsafe. As part of a cost-benefit analysis of 
proposed regulations, which ICBA believes should be mandated by 
statute, regulators should attempt to quantify any anticipated re-
duction in liquidity and weigh that against the anticipated benefits 
of the regulation. 

ICBA generally supports the Federal agencies’ liquidity coverage 
ratio (LCR) rule which requires the largest and most internation-
ally active financial institutions that pose the most risk to our fi-
nancial system to maintain a stock of ‘‘high quality liquid assets’’ 
(HQLAs) to meet unanticipated cash-flow demands. However, ICBA 
is concerned about the unintended consequences of several provi-
sions of the LCR rule. These concerns include (i) the impact on the 
housing market of excluding Fannie Mae and Freddie Mac securi-
ties from the Level 1 definition of HQLA; (ii) the impact on munic-
ipal finance of the exclusion of municipal securities from the defini-
tion of HQLA; and (iii) the high outflow rate assigned to reciprocal 
brokered deposits despite their full FDIC insurance and the incon-
sistent treatment of reciprocal brokered deposits that originate 
with wholesale customers (40 percent outflow rate) and with retail 
customers (10 percent outflow rate). A high outflow rate means 
that banks have to hold more liquid assets against them. ICBA’s 
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January 30, 2014, comment letter on the LCR proposal describes 
our position in greater detail. 
Q.3. I’d like to ask about the various capital requirements that 
have been imposed after the 2008 financial crisis. 

• Have Federal regulators sufficiently studied the cumulative 
impact—including on liquidity in the marketplace—of these 
various changes? 

• If not, how should Federal regulators resolve this issue? For 
example, some have called to delay the imposition of new fi-
nancial rules and regulations, to facilitate a broader study of 
these issues. 

A.3. ICBA is deeply concerned about the impact of the Basel III 
capital rule on community banks and advocates for an exemption 
for banks with assets of less than $50 billion so that these banks 
may continue using the Basel I capital rules. In my testimony, I 
noted four aspects of Basel III that are of particular concern: (i) the 
risk weighting of loans that are classified as high volatility com-
mercial real estate (HVCRE); (ii) the complexity the rule adds to 
the quarterly call report; (iii) the capital conservation buffer, espe-
cially its impact on Subchapter S community banks such as mine; 
and (iv) the punitive capital treatment of mortgage servicing as-
sets. ICBA’s concerns are detailed in my written statement. We do 
not believe the regulators sufficiently studied the cumulative im-
pact of these changes before finalizing the rule. 
Q.4. I’d like to discuss stress tests. 

• How should policymakers balance the tension between pro-
viding more transparency and guidance to regulated entities 
about how to pass a stress test, and concerns that to do so 
would allow regulated entities to allegedly ‘‘game’’ these proc-
esses? 

• Do stress tests accurately depict how a firm would perform 
during a financial crisis, when taking into account ‘‘systemic’’ 
considerations? If not, what should be done, if anything, to im-
prove their accuracy? 

A.4. ICBA supports a full exemption from stress test requirements 
for nonsystemically important financial institutions (non-SIFIs). 
ICBA has no position on the appropriate level of transparency and 
guidance or the accuracy of SIFI stress tests. 
Q.5. I’d like to ask about House Financial Services Chairman 
Hensarling’s legislation, the Financial CHOICE Act, which—in 
part—would allow banks to opt-out of various regulatory require-
ments, in exchange for meeting a 10 percent leverage ratio that is 
essentially the formulation required by the current Supplemental 
Leverage Ratio. 

• What are the most persuasive arguments for and against rely-
ing upon a leverage ratio as a significant means of reducing 
systemic risk in the financial system? 

• Under this legislation, is the 10 percent leverage ratio the 
right level? If not, where should policymakers set the level at? 
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• What evidence do you find or would you find to be the most 
persuasive in discerning the proper capital levels under this 
proposal? 

• If the leverage ratio was set at the right level, do you find 
merit in eliminating a significant portion of other regulatory 
requirements, as with the Financial CHOICE Act? Are there 
any regulations that you would omit beyond those covered by 
the Financial CHOICE Act? 

• What impact would this proposal have on liquidity in the mar-
ketplace? 

A.5. The Financial CHOICE Act has not been introduced. ICBA is 
studying Chairman Hensarling’s discussion draft. We strongly sup-
port the community bank regulatory relief included in the draft 
proposal. 

RESPONSES TO WRITTEN QUESTIONS OF SENATOR SASSE 
FROM WAYNE A. ABERNATHY 

Q.1.a. I’d like to discuss contingent convertible capital instruments, 
commonly known as CoCo bonds. 

What lessons can be drawn from Europe’s experience with CoCo 
bonds? 
A.1.a. CoCo bonds, intended (particularly in Europe) to provide an 
alternative to immediate resolution of troubled or insolvent finan-
cial institutions, present significant practical problems that make 
their contribution to financial stability highly questionable and 
likely counterproductive. As the Bank for International Settlements 
has noted, designing triggers for the conversion of CoCo bonds into 
bank equity is highly complex. Triggers based on formulas, asset 
value tests, and similar measures are subject to problems of mar-
ket opacity, potential manipulation, inconsistencies in application 
of accounting standards, and uncertainties when regulators exer-
cise supervisory tools in relation to troubled institutions. Further-
more, in some structures the trigger is based on the institution’s 
current market capitalization, which may be drastically affected by 
circumstances other than the condition of the institution itself, e.g., 
general equity market conditions. Other structures rely on regu-
lators’ discretionary decisionmaking to trigger conversion. This ap-
proach introduces risk of inconsistent treatment of troubled finan-
cial institutions. All of these uncertainties and opportunities for ar-
bitrary—or at least discretionary—regulatory action undermine 
market discipline. Indeed, these factors can also undermine market 
acceptability of the bonds, threatening the market’s appetite for 
such instruments, which negative perception could become acute in 
times of general market stress. Resultant shortages of investors in 
CoCos, in turn, could accelerate retrenchment by banks unable to 
obtain regulatorily mandated supplies to support growth or even 
maintain current asset levels, hastening or intensifying financial 
recession. 
Q.1.b. Do you believe CoCo bonds can uniquely help a firm with-
stand significant financial distress? If so, how? 
A.1.b. The potential flaws in the mechanisms described above sug-
gest that CoCo bonds would create more uncertainty and 
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unintended adverse effects than benefits for financial stability. 
Furthermore, the recent experience of European financial institu-
tions that had issued CoCo bonds, the prices of which fluctuated 
dramatically based on confusion about the mechanics of the struc-
tures, offers no reassurance that these instruments are beneficial. 
Indeed, they suggest a limited availability of funds via CoCo bonds 
in good times and threaten a severe scarcity in times of stress, po-
tentially rendering a bank unable to maintain regulatorily man-
dated levels of CoCo bonds and an impossibility of selling more to 
investors in order to support any expansion of lending related to 
economic recovery. 
Q.1.c. How should Federal regulators treat CoCo bonds? 
A.1.c. Federal regulators should bear in mind two considerations. 
First, some internationally active financial institutions with U.S. 
operations are regulated in jurisdictions that require or encourage 
CoCo issuance. If and when U.S. regulators are faced with resolu-
tion of one of these organizations, they will have to consider the 
impact of outstanding CoCo bonds on the U.S. operations, including 
any possible support this source of capital could offer to U.S. oper-
ations or, alternatively, the potential for ring-fencing and support 
offered to foreign operations but not to those in the United States. 
At a minimum, for each affected organization, U.S. regulators must 
understand the structure of the specific CoCo issuance(s) involved, 
how the bonds will behave in the circumstances, and the likely ap-
proach of foreign resolution authorities. 

Second, Federal regulators have proposed a requirement for 
‘‘total loss absorbing capacity’’ (TLAC), to be issued by the largest 
systemically important financial institutions. TLAC is intended to 
provide a capital injection when an institution’s top-tier entity be-
comes insolvent. Though the industry has pointed out a number of 
problems and uncertainties with the proposal which the Federal 
Reserve must address, a modified TLAC proposal would likely be 
superior to CoCo bonds in at least this key respect: the equity con-
version would take place in the context of a legal proceeding in 
which credit or claims, at least those at the top-tier entity, could 
be finally resolved under due legal process and with some degree 
of predictability, rather than as a mitigating step that could still 
be overwhelmed by adverse market conditions and regulatory judg-
ment. Also, though initiation of resolution proceedings may involve 
some elements of regulatory discretion, there are detailed stand-
ards for both agency review and potentially judicial review of agen-
cy action. Those standards, already in place through legislation, 
contrast markedly with the questions that regulatory discretion 
and even arbitrariness present in the structure involving CoCo 
bonds and their triggers. 
Q.2.a. I’d like to ask about Federal Reserve Governor Powell testi-
mony at the April 14, 2016, Senate Banking Committee that ‘‘some 
reduction in market liquidity is a cost worth paying in helping to 
make the overall financial system significantly safer.’’ 

Is there also a risk that reducing liquidity in the marketplace 
also makes the marketplace unsafe? 
A.2.a. Yes, decidedly so, and that is a risk that needs to be taken 
very seriously. We do not have to reject the purposes of measures 
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of prudential supervision to inquire whether they can be improved 
so as to operate better, and whether unintended consequences can 
be addressed. A market that is less liquid is one that is more frag-
ile. Unless we are seeking the stability of the grave, we need rules 
and regulations that can accommodate the dynamics of living mar-
kets. As one of our member institutions described, market liquidity 
is the market’s ability to function—to have buyers and sellers 
transact without causing sharp price moves. Can we have too much 
of that kind of liquidity, that is, better functioning markets? We do 
not believe so. Regulations that drive legitimate participants from 
the market, or significantly reduce their levels of participation, im-
pair the liquidity and stability of the market place, compromising 
the ability of markets to perform their functions, increasing vola-
tility and raising the chances of stressed markets seizing up for 
lack of ready participants. 

Historically, banking organizations have provided liquidity to fi-
nancial markets by acting as market makers, providing and en-
couraging the liquid operations of markets. This liquidity provision 
serves an important role in the depth and functioning of the finan-
cial markets that support so much other economic activity. Capital 
rules, such as a poorly designed and excessive leverage ratio, how-
ever, discourage market making in certain markets, such as those 
for Treasuries and corporate debt. In response, banking organiza-
tions are significantly decreasing or even exiting these and related 
activities, changing the structure of certain markets and making 
them less liquid and more volatile. We have recently heard that 
these measures are making it too expensive for some banks to take 
in business deposits, a key banking function. Where will those de-
posits go, and how does their departure from banking make the fi-
nancial system more stable? 

As another example, liquidity regulations such as the Basel-in-
spired Liquidity Coverage Ratio (LCR) mandate that banking orga-
nizations hold fixed ratios of ‘‘high quality liquid assets’’ (HQLA), 
dangerously limited to largely one asset class, Treasury securities. 
These rules, which govern how banks fund themselves and their 
customers’ activities, are exacerbating the current dislocations in 
the Treasury market by taking significant portions of Treasuries 
out of circulation and significantly increasing demand for those 
that are traded. Further distorting the Treasury market are new 
rules raising collateral requirements for derivatives transactions, 
increasing demand for these same Treasury securities also de-
manded for use as HQLA. Under current market conditions while 
the economy is expanding, the stresses in the supply and liquidity 
of Treasury securities can be more potential than seen. But when 
economic conditions become more troubled, a lack of market liquid-
ity will become acute, as those who hold HQLA will be reluctant 
to let go of their supplies, and those who need such Treasury secu-
rities—either for HQLA purposes or to use as collateral—will have 
difficulty finding supplies to meet their needs. The safety of the fi-
nancial markets will become significantly tested in such times of 
stress. Liquidity of the instruments defined in regulation as HQLA 
may become only one-way liquid, easy to sell but hard to buy. 

Robust capital and liquidity are essential to bank safety and 
soundness. Proper calibration of the rules that govern capital and 
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liquidity is essential for local, State, and national economic growth 
and prosperity. Banking organizations are essential economic ac-
tors, whose balance sheets reflect both individual business strate-
gies and, in aggregate, economic decisions made across the prod-
ucts and services the banking industry provides to the U.S. econ-
omy and markets. It is imperative, then, that policymakers under-
stand how the set of regulations applied to banking organizations 
affects U.S. financial markets and the economy. A stable and 
healthy economy needs access to financial products and services 
made available through smoothly operating markets. 
Q.2.b. If so, how should regulators discern the difference between 
an unsafe reduction in liquidity and a safe reduction in liquidity? 
A.2.b. For reasons described above, regulations that drive legiti-
mate participants from the markets, or result in significantly curb-
ing their activities, reduce the safety of the markets. This is not to 
countenance fraud, manipulation, and other forms of theft and dis-
honesty in the market place. Market liquidity is in fact enhanced 
to the degree that such illegal actors and their practices are re-
moved from the markets. The concept of ‘‘safe reduction in liquid-
ity’’ is a dangerous contradiction, however. The smoother the mar-
kets operate, the better. Introducing potholes, detours, and barriers 
into the function of the markets does not render them safer. 
Q.3.a. I’d like to ask about the various capital requirements that 
have been imposed after the 2008 financial crisis. 

Have Federal regulators sufficiently studied the cumulative im-
pact—including on liquidity in the marketplace—of these various 
changes? 
A.3.a. No, at least not yet. The banking agencies have not suffi-
ciently studied the cumulative impact of various changes to the 
regulatory capital standards (or of other related prudential stand-
ards such as liquidity, resolution planning, stress testing, and risk 
management). Following the 2008 financial crisis the banking 
agencies issued various regulatory capital amendments, such as 
Basel III, heightened leverage ratio standards for large banks, and 
raised risk-based capital standards for large banks, among others. 
Each of these rulemakings contained minimal analysis of the im-
pact, scant reference to the interaction with other regulatory stand-
ards, and in some cases analysis was provided only after the public 
comment period closed. 

Internationally, the Basel Committee has issued a flood of recent 
proposals and final standards that, given their extent and impact, 
can best be named ‘‘Basel IV.’’ Each of these proposals appears to 
have been developed in a silo, and ABA is very concerned that the 
Basel Committee lacks ability and incentive to evaluate the cumu-
lative impact of the changes in an effective and transparent way. 
While the Basel Committee does conduct limited Quantitative Im-
pact Studies (QIS) for individual proposals, the Committee does not 
seem to be able to connect the dots of the variety of prudential 
standards and how they interact. 

We would emphasize that, when thinking about the cumulative 
impact of capital rules, it is also important to consider standards 
beyond the regulatory capital standards and their interplay in the 
economy. For example, heightened leverage ratio standards—which 
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measure all assets as if they posed identical risk—offer incentives 
to banks to hold less liquid assets, which of course runs against the 
purpose of the liquidity framework. There are many other exam-
ples, such as the effect of capital and liquidity rules together to 
punish banks for holding deposits. 
Q.3.b. If not, how should Federal regulators resolve this issue? For 
example, some have called to delay the imposition of new financial 
rules and regulations, to facilitate a broader study of these issues. 
A.3.b. We urge the regulators to begin a process of reviewing the 
significant prudential regulations to see how they can be simplified. 
We believe that the regulatory program of recent years has become 
too complex for regulator and regulated alike. In fact, we believe 
that the purposes of each can be enhanced by a review focused on 
what is actually needed. That simplification naturally leads to and 
facilitates a consideration of the interaction of the various rules. A 
reduction in the intricacy of these rules will improve their worth 
as supervisory tools for regulators and management tools for 
banks. With regard to capital rules, we would recommend asking 
which standards—indeed, which elements of the standards—pro-
vide the most supervisory and management value. Those of lesser 
value—not to say no value—should be considered for setting aside 
so as not to distract supervisory and management attention from 
standards that offer the most benefit. 

As it relates to development of international standards, the regu-
latory agencies should conduct empirical studies of the impact on 
the U.S. banking system, with a focus on bank customers and the 
economy, that would result from the adoption of proposed inter-
national standards that are being considered for domestic imple-
mentation. While the Basel QIS process can be informative, that 
process is limited to a few banks and does not take into account 
U.S.-specific laws that might affect how a standard is implemented. 

In order to support U.S. rulemaking efforts based on inter-
national standards, ABA believes that the banking agencies should 
conduct empirical cumulative impact studies as part of Advanced 
Notice of Proposed Rulemakings before a proposal is issued, as I 
discuss in my testimony. The results of the study would notify the 
public of the analyses underlying key elements of the agencies’ de-
terminations as is required under the Administrative Procedure 
Act and would allow the public to help identify the cumulative im-
pact. 
Q.4.a. I’d like to discuss stress tests. How should policymakers bal-
ance the tension between providing more transparency and guid-
ance to regulated entities about how to pass a stress test, and con-
cerns that to do so would allow regulated entities to allegedly 
‘‘game’’ these processes? 
A.4.a. Surprise is not an appropriate component of bank super-
vision. The very concept of bank supervision is based upon the 
principle of allowing banks to know clearly what is expected of 
them and supervising on that basis. Unfortunately, the excessive 
regulatory secrecy surrounding the preparation and administration 
of stress testing is itself suggestive of supervisory ‘‘gaming.’’ Policy 
makers need not and should not compromise legal certainty in an 
effort to test banks’ resilience. Besides basic fairness, wisdom and 
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good governance argue that those subject to a law must have the 
means of knowing what is required. Anything less is arbitrary and 
fertile for opportunities for abuse. Unfortunately, the stress testing 
regime is a secretive process that allows the Federal Reserve to ad-
just capital performance expectations without public discussion and 
oversight. 

There certainly can be value in table-top ‘‘what-if ’’ exercises, con-
ducted jointly by banks and supervisors, to evaluate how both 
would respond to unexpected financial shocks, and learn from such 
hypothetical training drills. It is quite another matter to convert 
this approach into fully armed bank supervision, applying on the 
basis of surprise hypotheticals financial penalties that directly and 
materially affect banks, their investors, and the ability of banks to 
serve their customers. Under the current practice, with standards 
developed and hidden from public view, if a bank falls short in 
these stress tests severe and immediate penalties are assessed. In 
fact, the opaque stress testing standard has evolved to where it 
overshadows the regulatory capital standards that have been devel-
oped through the public and transparent process, subject to notice 
and comment under the Administrative Procedure Act. Serious 
questions of due process and wise supervision are raised. This se-
cretive component in developing stress tests erodes public con-
fidence in the supervisory process. 

Regulations, stress tests, and other valuable supervisory tools 
should be so designed and administered as to promote safety and 
soundness. The standards of safety and soundness should not be 
shrouded in mystery. Safety and soundness rules should be suffi-
ciently certain, clear, and well-known so that they provide those 
subject to them with the ability to conform their conduct. That is 
the desired result of a well-constructed program of bank 
supervision. 
Q.4.b. Do stress tests accurately depict how a firm would perform 
during a financial crisis, when taking into account ‘‘systemic’’ con-
siderations? If not, what should be done, if anything, to improve 
their accuracy? 
A.4.b. No, not adequately. Stress test results are dependent on the 
plausibility of the scenarios. We believe that the scenarios have 
tended to be unrealistic, posing hypothetical economic and financial 
conditions far more severe than what can be reasonably expected. 
That might be tolerable if it were a question of whether a bank 
could endure such harsh scenarios. We note and appreciate how 
well banks have stood up under such harsh tests. The tests, how-
ever, become unreasonable when a bank’s performance against 
such unrealities is used to govern a bank’s actual activities vis-a- 
vis its customers and investors. Stress tests have been based on hy-
pothetical scenarios and have relied upon a vast number of uncer-
tain assumptions. Such stress tests can be useful in helping de-
velop a bank’s risk management systems and examining their tol-
erances, but that usefulness should not be confused with ‘‘accuracy’’ 
and applied to the real world services provided to customers and 
the earnings due to investors. 

By definition, ‘‘accuracy’’ is not achievable in the stress tests, be-
cause that would require predicting the future. Moreover, if banks, 
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regulators, and other market participants ever become convinced 
that a stress test is ‘‘accurate,’’ that would likely lead to over-reli-
ance on the stress test modeling. ‘‘Effectiveness’’ in meeting the 
purposes of identifying issues and concerns for appropriate atten-
tion is a much better standard of measure, and effectiveness calls 
for a closer tie to reality understood by those being tested. 
Q.5.a. I’d like to ask about House Financial Services Chairman 
Hensarling’s legislation, the Financial CHOICE Act, which—in 
part—would allow banks to opt-out of various regulatory require-
ments, in exchange for meeting a 10 percent leverage ratio that is 
essentially the formulation required by the current Supplemental 
Leverage Ratio. 

What are the most persuasive arguments for and against relying 
upon a leverage ratio as a significant means of reducing systemic 
risk in the financial system? 
A.5.a. The leverage ratio has an important place in bank super-
vision, compensating for shortcomings in risk-based capital models 
and for risks that either cannot be measured or are unknown. It 
should be remembered, however, that the leverage ratio incor-
porates its own very obvious shortcomings, namely that it assumes 
that all assets carry the same risk all the time. That, of course, is 
a fiction, albeit a useful fiction as a backstop for the limitations of 
risk-based capital measures. Very wisely, the current supervisory 
capital program in the United States is one that relies upon a risk- 
based capital program with a leverage ratio backstop. That is the 
basic structure under which U.S. banks operate today, as required 
by statute. 

That said, the draft legislation does not eliminate risk-based cap-
ital measures. As we understand it, the proposal offers an option. 
When a bank is extremely highly capitalized, the draft legislation 
would provide a simpler leverage ratio measure for calculating cap-
ital on the assumption, presumably, that at such high levels risk- 
based tests would be likely to be met. 
Q.5.b. Under this legislation, is the 10 percent leverage ratio the 
right level? If not, where should policymakers set the level at? 
A.5.b. Our primary concern is not with the level but with the cal-
culation method. The draft legislation uses a complex calculation 
designed by the Basel Committee and used by large internationally 
active banks. As such, we believe it could be unnecessarily burden-
some for community banks. We believe that a measure more appro-
priate for community banks for these purposes would be a leverage 
ratio based on United States Generally Accepted Accounting Prin-
ciples (U.S. GAAP). 
Q.5.c. What evidence do you find or would you find to be the most 
persuasive in discerning the proper capital levels under this pro-
posal? 
A.5.c. Any number that is chosen by law or regulation will be arti-
ficial, at best an approximation. Markets, however, tend to be more 
flexible. There is a natural tradeoff, when considering capital lev-
els, between the two different types of investors in banks. 
Some invest in banks by taking equity positions, basically by pro-
viding capital. Others invest in banks by lending to banks, such as 
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depositors and holders of a bank’s bonds and other debt instru-
ments. The first group is compensated by the profits of the bank, 
which are subject to variation. The latter group is compensated by 
the stated terms of the interest rates applied to the debt. 

It can be seen that there is a tension between the two. As capital 
requirements are raised, the profits per dollar of equity invested 
are reduced (spreading any given earnings among more units of in-
vestment), and capital investors may become harder to find, look-
ing for better returns elsewhere. But raising capital levels in-
creases confidence for those lending to the bank that the terms of 
the loans will be met, while reducing capital can make investors in 
debt harder to find or lead them to demand higher interest rates. 
Markets, if left to themselves, will balance those competing inves-
tor demands, consistent with the risk profile of the bank. 

That is to say that, identifying a capital level set by govern-
mental fiat is inherently difficult and likely to be inconsistent with 
the levels that markets may set. The questions that need to be 
asked, that can only be answered with imprecision, is at what level 
of capital will debt investors be unconcerned with regulatory stand-
ards that are waived (assuming that those regulatory standards 
add value to the performance of the bank), and will equity inves-
tors still invest in the bank at that level of dilution of their return 
on capital? The optimal answers to those questions are likely to 
vary by institutions and over time. 
Q.5.d. If the leverage ratio was set at the right level, do you find 
merit in eliminating a significant portion of other regulatory re-
quirements, as with the Financial CHOICE Act? Are there any reg-
ulations that you would omit beyond those covered by the Financial 
CHOICE Act? 
A.5.d. The relevant question in examining any regulation is wheth-
er the regulation adds value. We would measure that value by the 
degree to which the regulation facilitates the ability of banks to 
serve their customers. Any regulation that inhibits the ability of 
banks to serve their customers needs to be revised or discarded. 

We believe that this question should be applied to a review of 
regulations frequently, and that no regulation should be exempt 
from it. For example, we believe that the significant number of pru-
dential regulations applied from the Dodd-Frank Act and those 
pursuant to global standards developed in Basel are generally far 
too complex for the good that they do. That is why in my testimony 
ABA urges that each of these regulations be subject to a public re-
view and discussion as to how each can be simplified, which, in our 
view, will actually result in better supervision and achievement of 
the purposes of each regulation. That review would, in turn, serve 
the goal of facilitating the ability of banks to serve their customers, 
the reason why each bank in America was given a Government 
charter. 

That process cannot be concluded in a day, and it has to start 
somewhere. We appreciate the selection of regulations that have 
been identified for review and reform in the CHOICE Act. 
Q.5.e. What impact would this proposal have on liquidity in the 
marketplace? 
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A.5.e. As currently drafted, we do not anticipate any negative im-
pact on liquidity. We are eager to work with the authors in the 
House as well as with those in the Senate working on regulatory 
relief measures to realize the intent of legislators to improve liquid-
ity and the functioning of the financial marketplace. We believe 
that such efforts can achieve both better liquidity and better 
supervision. 
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ADDITIONAL MATERIAL SUPPLIED FOR THE RECORD 
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Titank you for the opportunity once again to speak to the Exchequer Club. 

Today I would like to share some tltoughts on tlte broader effects on the U.S. financial 

system and economy of the pntdential safety and soundne,ss refonns that the regulators have 

implemented since the financial crisis. 

In response to vulnerabilities identified during the crisis, regulators have undertaken a 

series of measures to strengthen the banking system oftlte United States and promote a more 

stable and resilient financial system. 1l1e federal banking agencies have strengtltened tbe quality 

of regulatory capital and increased the level of risk-based capital requirements for all banks, and 

have established enhanced leverage ratio requirements for lite largest, most complex banking 

organizations. The banking agencies also have finalized requirements for increased liquid asset 

holdings of large banking organizations, proposed liquidity rules addressing the need for longer-

tem1 stable sources of funding, and worked with other agencies to establish margin requirements 

for non-cleared derivatives and limit the use of the federal banking safety net to support 

proprietary trading. llte Federal Reserve's CCAR stress test process 1 has sig)tificantly increased 

the focus on rigorous management oftl1e risks at large banking organizations. 

As an objective matter, the banking S}Stem is significantly more resilient today as a result 

of these refonns. At the end of2015, large banking organizations2 had twice as much tier I 

capital and liquid assets in proportion to their size as they had entering the crisis.3 rutd the loss-

1 Comprehensive Capital Analysis and Review. 
' Bank Holding Companies with assets of at least $250 billion. 
' The tier !leverage ratio for BHCs with assets of at least $250 bmion increased from 4.46 percent at year~nd 
2007 to 9.04 percent at year-end 2015, while the ratio of liquid assets {for this purpose these coosist of cash, F<!d 
funds sold, Treasury seC>Jrities, Af,eocy debt securities, and Agency mortgage-backed securities) to total assets 
increased from less than 10 percent to aboot 21 percent during the same period. 
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absorbing quality of their capital has greatly improved. ll1e quality and level of capital at 

smaller banks is stronger today as well. 

It is fair to ask how these pmdential reforms have affected banks' ability to support U.S. 

economic gr0\\1h and market functioning. In this regard, four broad areas are often mentioned. 

TI1ese are credit availability, bank profitability, market liquidity, and the distribution of financial 

activity between banks and nonbanks. Today I would like to discuss all four of these areas. To 

cut to the chase, I believe the evidence suggests that the refonns put in place since the crisis have 

been largely consistent with. and supportive of, the ability of banks to serve the U.S. economy. 

Credit Availabilitv 

With that as an introduction, I will tum to the flfSt area, credit availability. How the post-

crisis refonns have affected the willingness ofbanks to lend is an important question. \\~1at we 

observe is strong loan growth at U.S. banks. Loans on the balance sheets of insured banks are 

increasing significantly faster than economic growth and faster than some important measures of 

household and business credit. For example, in 20151oans held by insured banks grew 6.4 

percent, more than twice as fast as Gross Domestic Product. One-to-four family mortgages, 

meanwhile, grew 3. 4 percent, more than twice the rate of growth of household residential 

mortgage debt (rom all sources,4 while commercial and industrial loans grew 7.4 percent, 

exceeding the 4.3 percent growth of the outstandiJ1g amount of corporate bonds.~ 

' Household home mortgage debt excluding home equity lines; data from Federal Reserve Flow of Funds. 
' Outstanding balances of corporate bonds a.s reported at http://www.sifma.org/research/statistics.aspx. 
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As reported in the FD!C's most recent Quru1erly Banking Protlle, loan growth at insured 

brulks was even stronger at the begi1ming of2016than last year. As oflhe end of the first 

quarter, loans exceeded their year-ago levels by 6.9 percent for all insured banks and by 8.9 

percent for community banks. For FDIC-insured banks as a whole, loan portfolios experienced 

the fastest12-month gr0111h rate since the crisis. Not only has loan growth been substantial in 

aggregate, it has been widespread across banks. As of the first quarter, approximately eight out 

often FDIC-insured banks had gro11~1 their loan portfolios from the levels of a year earlier, the 

highest proportion of banks with such growth since before the crisis (Chart I). 

A look at broad trends over time suggests tl1at the most important driver of bank lending 

is the business cycle and the credit needs of businesses and households. Bank lending and the 

total debt of households and businesses grew rapidly during tl1e nm-up to tl1e crisis, and then 

declined during the crisis and for a few years after. '!be retrenchment from the crisis is largely 

over, aJJd bank loan gro111b and risk appetite appear to have retumed (Charts 2 and 3). 

Bank lending trends should be evaluated relat ive to a regulatory goal of promoting a 

healthy and sustainable climate for access to credit that does not endanger stability or unduly 

expose tl1e Deposit lnsurruJce fund or ta;<;payers. A well-functioning banking system provides 

neither insufficient credit, nor an unsustainable volume of poorly underwritten credit that can 

never be paid back. What we are seeing now is stronger capital at U.S. banks and substrullial 

loan gro\\1h. l11e growth of loans on bank balance sbeets is outpacing GDP gro\\1h and the 

gro\\1h of some important measures of household and business credit. Such comparisons 

reinforce the picture presented by Call Report data, that U.S. banks are full participants in 

funding the gro111h of credit to our economy. Looking ahead, when the nex1 economic downtum 
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arrives, U.S. banks will be more resilient and better positioned to support the credit needs of the 

economy. 

Bank Profitability 

Tite nex1 topic I want to discnss is banking industry profitability. 

Bank eamings have improved during the post·crisis period in the face of some significant 

headwinds. FDIC-insured institutions earned nearly $164 billion in 2015. a new record. Almost 

two-thirds of all institutions reported higller eamings in 2015 than in 2014. Only eight 

institutions failed last year-the lowest number since 2007. 

A 1.9 percent reduction in banking industry eamings during the first quarter of20 16 was 

driven by increased provisions for energy-related loans and reductions in trading revenue at a 

few large institutions. First qmuter eamings were noteworth)' for Ute continued strong 

perfom1ance of community banks. TI1eir net income grew 7.4 percent compared to first quarter 

2015 1evels, and y~ar-over-year loan growth at community banks of8.9 percent outpaced the 

loan growth of larger banks. 

TI1e most important earnings headwind for banks of all sizes during the post-crisis period 

has been reductions in net interest margin. Net interest margin for insured banks with assets 

greater than $250 billion declined from3.3 percent in 2010 to 2.7 percent as of the first quarter 

of this year. For all other insured banks, the comparable decline was from 4.2 percent to 3.5 

percent. Community banks have seen relatively less erosion of net interest margin than other 

banks during the post-crisis period. 
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Banks have faced other sig,tificant earnings headwinds as well, some of which have been 

more pronounced for the largest banks. Many banks worked off sig,tificant volumes of 

noncurrent loans during the post-crisis period, and for most banks, this process is largely 

complete. Tite largest banks have also reduced their noncurrent loan volumes considerably, but 

still have noncurrent loans exceeding pre-crisis levels. For insured banks with assets greater than 

$250 billion, nonctUTent loans stood at2.1 percent ofloans as offli'St quarter 2016, compared to 

0.8 percent ofloans at the end of2006. Litigation expenses, although recently moderating, 

subtracted nearly $100 billion from the bottom lines oftl1e eight U.S. Global Systemically 

hnportant Brutks from2010 through 2015.6 

Reported noninterest expense, or overhead, has generally trended downward on bank Call 

Reports. For example, for insured banks with assets greater than $250 billion, non-interest 

expense averaged 3 percent of average assets during the five pre-crisis years of2002 through 

2006, and 2. 76 percent of average assets during the live post-crisis years of 20 II through 2015. 

Smaller banks also reduced their non-interest expenses, from 3.16 percent during the pre-crisis 

years to 2.99 percent during the post-crisis years. 

In sununary, despite significant headwinds, bank earnings have been on a generally 

favorable trajectory as we move fartlter fi·om the crisis. The major earnings headwinds during 

tlte post-crisis period bave been compression of interest margins, the working oJT of high levels 

of noti-CtUTent loruts coming out of the crisis, and for the largest banking organizations, litigation 

expenses. TI1e improvement in brulk eamings reflects a retum to profitable banking, but with 

capital levels tltal are better able to absorb losses than was often seen during the pre-crisis years. 

• Based on data from form Y-9<:; litigation expenses are specifically reported ooly ifthe amoonts exceed 3 percent 
of noninterest expense or $25,000. 

5 
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Market Liquidity 

Tite next topic I would like to address is market liquidity. Questions have been raised 

about whether the post-erisis refonns have caused a pullback from market-making activity by 

bank-affiliated broker-dealers, and whether this in tum has hurt market liquidity. Much of this 

discussion has centered on the secondary market liquidity of corporate bonds and U.S. Treasury 

bonds. 

I want to touch on three distinct sets of questions regardi11g market liquidity. First, how 

do the goals of pmdential banking regulation relate to a goal of promoting market liquidity? 

Second, what important f.1ctors have aJJected the activities of bank-affiliated broker-dealers? 

And tl1ird, whatever may be driving changes in broker-dealer acti\~ty, what have been tl1e effects 

on market liquidity? 

Question one is the most fundamental : How does market liquidity relate to what we are 

trying to accomplish as pntdential regulators? The pre-crisis liquidity of financial markets was 

abundant, but it vanished during the erisis with devastating effects. It is worth remembering that 

between 2003 and 2007, the five largest U.S. investmem banks doubled in size before they all 

failed, merged, or became bank holding companies. Insufficient capital and liquidity that was 

dependent on readily available short-tenn wholesale funding made these !inns especially 

vulnerable to distress, and they became transmitters of financial instability. 

TI1e intention of the post-crisis refom1s was to reduce the extent of financial leverage and 

relianoe on short-tenn wholesale funding oflarge banking organizations. Effective pmdential 

regulation should help promote sustainable liquidity conditions tl1rough time. Strong financial 

institutions that are better protected against losses, and less vulnerable to nms, should better 

6 
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insulate the financial system against a c-atastrophic failure of liquidity such as the one that 

occurred in 2008. 

A second set of issues that frequently arises in discussions of market liquidity relates to 

changes in broker-dealer balance sheets and what is driving those changes. b1 aggregate, there 

has been a reduction in tlte size of broker-dealer balance sheets in recent years, which has 

included a reduction in bond inventories and in the volume of short-tem1 repurchase agreements 

(repo) that are an important source of financing for those inventories. 

One factor that may be influencing balance sheet decisions at bank-affiliated broker-

dealers is tlte need for their parent banking organizations to have adeqt«1te consolidated capital 

and liquidity. The experience of the crisis is a reminder of how important this is. 

Since questions have been raised about the drivers of balance sheet decisions at broker-

dealers, I would like to touch briefly on some of the other factors that may be at work. 

One important change affecting broker-dealers in recent years has been tlte effective 

elimination of their access to intra-day credit from tlte clearing banks in the tri-party repo market. 

This curtailment of intra-day credit was one of the explicit goals of a multi-year initiative to 

reduce systemic risk in the repo market mtder the leadership of the Federal Reserve Bank of New 

ll1e size of broker-dealer balance-sheets may also be influenced by the risks of holding 

bonds. Bonds with very loug maturities would experience potentially significant losses in value 

' Task Force on Tri-Party Repo Infrastructure, Payments Risk Committee, Final Rep()(t, February 15, 2012; and 
https://www.newy()(kfed.org/banking/tpr_infr_ref()(m.html. 
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in a rising interest-rate environment. Credit risk also appears to be increasing for some bonds, 

especially for selected energy or other high-yield obligations. 

Another post-crisis development is that central banks around tbe world, pension and 

retirement funds, and mutual funds have greatly increased their holdings ofTreasury bonds and 

other high-quality assets. Some observers believe the result has been a scarcity of Treasury 

collateral and other high-qt~1lity collateral that bas reduced the size of the repo market, a market 

that is important to broker-dealers.8 

Finally, the profit margins or "bid-offer spreads" that broker-dealers eam on bU)'ing and 

selling bonds generally have been trending downward since the crisis. Some research suggests 

this may reOect a more competitive trading environment and improvements in tecbnology.9 

Lower bid-offer spreads make bU)~ng and selling bonds less profitable, and may be part of the 

reason broker-dealers are reportedly trading more bonds "as agent" instead of holding 

inventories. 

1l1is brings me to the third question about market liquidity. Whatever the reason for 

changes in broker-dealer balance sheets, what has been the resulting effect on the market 

liquidity of bonds? 

A number of published analyses over the past year have attempted to shed light on 

whether, or in what way, corporate and Treasury bond market liquidity have deteriorated. 

s Bednar, W. and M. Elamin, "Wha(s Behind the Decline in Tri.Party Repo Trading Volumes?" federal Reserve 
Bank of Cleveland, ooline ·economic Trends" series, Apri12014; and Munyan, 8., •Regulatory Arbitrage in Repo 
Markets; OFR Worl<ing Paper 15·22, October 29. 2015. 
• Miua<h, 8., •Analysis of Corporate Bond liquidity; Research Note. FINRA Office of the Chief Economist, October 
2015. 

8 
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Published research10 documents a number of changes in corporate bond trading during 

the post-crisis period, including. among other things, the following: an increasing number and 

dollar vohune of corporate bond trades, decreasing cost to trade as indicated by narrower bid-

offer spreads and a reduction in the impact on bond prices resulting fi·om large trades, smaller 

trade sizes, greater retail participation, and a significant increase in market participant use of 

electronic platfonns to conduct some of the tasks involved in trading. 1l1e research cites a 

survey indicating that the top ten U.S. dealers now account for a larger percentage of corporate 

bond trades by dollar volume than in2007. Overall, what this research seems to be describing is 

less a retreat from market making than a change in the way it is conducted: that is, lower 

transaction costs, more frequent and smaller trades, and more trades conducted as agent or on 

order rather than as principal. 

For Trea~ury bonds, research documents strong liquidity conditions. including ex1remely 

narrow bid-offer spreads and high trading volumes. A noteworthy finding of an interagency staff 

report by f'ive federal agencies is the significant volume of trading of Treasury bonds in the 

United States that occurs on high-speed electronic platfonns.11 As the report noted, trading on 

such platfonns can sometimes exhibit anomalous behavior that is worthy of the attention it is 

receiving from regulators. 

In conclusion, recent research does not seem to support the proposition that post-crisis 

market liquidity for bonds has declined and in fact describes improvement in a number of 

standard measures of liquidity. 1l1is could certainly change under more stressful conditions, but 

10See, for example, Mizrach, op. cit., and Liberty Street Economics Slog Posts, various auth(J(S, series 011 Market 
Liquidity, August 2015, October 201S, and February 2016, Fe<leral Reserve Bank of New YCJ(k. 
11 U.S. Department of the Treasury, Board of GOYernors of the Federal Reserve System, Federal Reserve Bank of 
New York, U.S. Securities and Exchange Commission, U.S. Commodity futures Trading Commission, "Jdnt Staff 
Report: The U.S. Treasury Market on October 1S, 2014; July 13, 201S. 
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stronger and more resilient banking organizations should make the economy and financial 

system as a whole better able to navigate sucb conditions and less prone to a collapse in market 

Migration of Financial Acti1~ties to Non banks 

Fi nally, I would li ke to discuss the idea that the post-crisis refomts may be changing the 

distribution of financial activity between banks and nonbanks, in some way making banks less 

important financial players than belore. 

For many years before the financial crisis, the loan holdings, and more broadly, the 

financial asset holdings of U.S. insured banks did, in fact, decrease steadily relative to the 

holdings of non banks. According to tlte Federal Reserve's Flow of Funds data, during the three 

decades leading up to tlte financial crisis, U.S. banks' share of the total loans held by tbe 

domestic fmancial sector decreased from68 percent to 35 percen\.12 Similarly, from 1975 

through 2000, banks' share oftlte total assets- including both loans and other fmancial assets-

of the domestic financial sector decreased from 40 percent to about 16 percent. Broadly 

speaking, these reductions in banks ' share corresponded to a sigJtificant increase in the 

proportion of loans in the financial system held by Govenunent-Sponsored Enterprises (GSEs) 

and securitization vehicles, and a sigJtificant increase in tlte proportion of total financial assets 

held by investment funds, GSEs, securitization vehicles, and broker-dealers. 

" •eanks" refers to •u.s. chartered depositOfY institutions; reported in Federal Reserve, Flow of Funds table 
l.lll. These data are for consolidated FOIC~nsured depositori~s excluding foreign brandies and foreign 
subsidiarit!s. The figures cited for banks' share of loans are for y~ar-<!nd 1975 and y~ar-end 2006. 

10 
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If the post-crisis refonns were diminishing the role of banks in financing the credit needs 

of the U.S. economy, one would expect the pre-crisis migration of lending and assets to 

non banks to have continued or accelerated. Yet tlte data that showed declining market share for 

banks before the crisis, show that trend coming to a stop or reversing during the post-crisis 

period. llte share of domestic financial sector assets held by banks has held steady at about 16.5 

perc-ent since 2010. And banks' share of total loans held by the domestic financial sector, having 

fallen steadily by ab01rt 34 percentage points during the tltrce decades before the crisis, has 

increased by about five percentage points since 20 I 0 (Chart 4). 

The increase in banks' share of lending and their steady asset share may seem surprising 

given the increasing role played by nonbanks in some segments of financial services. For 

example, corporations have taken advantage of low interest rates since the crisis by issuing 

bonds in large amounts. A considerable portion of these bonds are held by mutual funds, which 

now hold a greater proport.ion of the assets of the U.S. financial sector than in 2010. Banks' 

steady share of fioancial asset~ since 20 I 0 means that tlteir overall asset holdings have expanded 

during tltis time at the same rate as the asset holdings of the U.S. financial sector- that is, not as 

fast as the assets of mutual ftmds, but faster than the assets of a number of other sectors such as 

money market mut1~1J funds, finance companies, securitization veh.icles, and broker-dealers. It is 

also wortlt mentioning that vigorous corporate bond issuance does not completely bypass large 

banking organizations as financial services providers, since they earn revenue by underwriting 

large amounts of these bonds.n 

13 Data on the volume of debt and equity underwritten by selected lar8(! banking organizations are available on 
Federal Reserve fOtm FR Y-15. 
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TI1e environment for lending has not been static eitl1er. In leveraged lending, there 

appears to be increasing involvement by nonbanks, although often in these situations a bank will 

be providing financing to the nonbank. In residential mortgage lending, the share of originations 

made by entities that are not affiliated witl1 banking organizations has increased significantly. 

TI1ese non banks, however, are not typically U1e ultimate providers of credit. TI1ey are often 

financed by banks, and they generally attempt to promptly sell the mortgages they originate, 

most often to GSEs and sometimes to banks. Tite data seem to be telling us that notwithstanding 

such evohrtion in lending activity, banks' role as ultimate holders of the credit risk of loans has 

become more important in the post-crisis period. 

Given the substantial recent bank loan growth I described earlier, it is not surprising that 

banks' share of loans held by the U.S. financial sector bas incre<JSed. In aggregate, the five 

percentage point increase in banks' loan share roughly corresponds to the post-crisis reduction in 

the share ofloans held by securitization velticles. Banks ' offioading of loans through 

securitization before the crisis was one of the factors driving their reduced share ofloans relative 

to nonbanks, and W<JS arguably driven by the desire to avoid bank capital charges. Now, while 

bank capital requir<,uents have been strengthened, the data suggest banks are fmancing cr.-dit 

relatively more with their balance sheets and relatively less with securitizations. 

I wi ll end tl1is discussion of the distribution of financial activity between banks and 

nonbanks by coming full circle, back to the point abotrt tl1e increasing capital strength of banks. 

U.S. bank balance sheets today are financed to a greater ex1ent with equity capital and are better 

able to absorb losses. Banks are using their strong balance sheets to support significant loan 

gro,,1h to businesses and households. TI1e relative importance of ban.k balance sheet~ as the 

12 
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ultimate holder of the credit risk for loans, which had been decre<~sing for many years before the 

crisis, is now increasing, 

In conclusion, the economic environment remains challenging for U.S. banks, with 

narrower net interest margins and modest overall economic growth. Nevertheless, I think an 

objective look at relevant data suggests that on balance, tl1e reforms that have been put in place 

since tl1e crisis have made the financial system more resilient and more stable, while 

strengthening the ability of banking organizations to serve the U.S. economy. 
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Chart I 
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Char1.2 

U.S. macro credit environment: pre-crisis 
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Chart3 
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Chart4 

U.S. banks in total have increased share of loans during the 
post-crisis period, unlike earlier trend 
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